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SEC LEGISLATION 


MONDAY, JUNE 15, 1959 
U.S. Senate, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to notice, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator Harrison A. Williams 
(chairman of the subcommittee) presiding. 

Present : Senators Williams and Bush. 

Senator Wiutu1ams. The hearing will come to order. 

Today we begin several days of hearings on amendments to acts 
administered by the Securities and Exchange Commission and recom- 
mended by it. These amendments are incorporated in the following 
bills, all introduced by Chairman Robertson, for himself and for 
Senator Capehart, at the request of the Securities and Exchange 
Commission. The bills are S. 1178, to amend certain provisions of 
the Securities Act of 1933, as amended; S. 1179, to amend certain pro- 
visions of the Securities Exchange Act of 1934, as amended; S. 1180, 
to amend certain provisions of the Trust Indenture Act of 1939, as 
amended ; S. 1181, to amend certain provisions of the Investment Com- 
pany Act of 1940, as amended; and S. 1182, to amend certain pro- 
visions of the Investment Advisers Act of 1940, as amended. 

If these bills are enacted, they will represent the first changes in 
these acts since 1954. 

Today we will receive testimony from Mr. Edward N. Gadsby, 
Chairman of the Securities and Exchange Commission, who will 
make an introductory statement on all of the bills. His testimony 
will be followed by that of Mr. Byron D. Woodside, Director of the 
Division of Corporation Finance, who will speak on S. 1178, and 
that of Mr. Philip A. Loomis, Jr., Director of the Division of Trad- 
ing and Exchanges, who will testify on S. 1179. 

After 2 days of testimony by nongovernmental witnesses, primarily 
on these two bills, we will receive further testimony from the Securi- 
ties and Exchange Commission on Thursday, June 18. This testi- 
mony will be presented by Commissioner Orrick and members of 
the staff of the Commission and will be related to the remaining bills, 
S. 1180, 1181, and 1182. 

This legislation was requested by the Securities and Exchange 
Commission, and it is recommended by the SEC as being in the 
public interest. 

I ask that the SEC explain and justify each of the bills thoroughly 
and clearly. In this way, the Congress and the public may have a 


1 
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better understanding of the work of the Securities and Exchange Com- 
mission and may understand fully and clearly the need for these par- 
ticular amendments and the intentions of the Commission in admin- 
istering them. 

Without objection, I would like to insert in the appendix of the 
record the following: 

First, a copy of each of the bills; a comparative print, showing the 
changes in existing law which would be made by each bill; eac ch of 
the statutes which the bills would amend; a justification of each bill 
prepared by the SEC at the request of the committee; and a staff 
memorandum on each bill. (See p. 251.) 

Also any reports that may be received from Government agencies 
regarding this legislation. (See p. 637.) 

Commissioner Gadsby is our first witness. We welcome you to 
the committee hearing, Commissioner, and hope you will proceed in 
any way you choose. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN, SECURITIES AND 
EXCHANGE COMMISSION 


Mr. Gapspy. Mr. Chairman and members of the committee, my 
name is Edward N, Gadsby, and I am Chairman of the Securities 
and Exchange Commission. I am accompanied today by Commis- 
sioner Sargent, of New York, Commissioner Patterson, of Vi irginia, 
and Commissioner Orrick, of California ; ; and by various members of 
the Commission staff. 

As the chairman stated, we are here today to begin our testimony 
on Senate bills 1178, 1179, 1180, 1181, and 1182, bills which embody 
certain proposals our Commission has made to amend various pro- 
visions of the statutes we administer. 

As was stated, the bills were introduced at our request by Sen- 
ator A. Willis Robertson, Chairman of the Committee on Banking 
and Currency, for himself and for Senator Homer E. Capehart. 
Companion bills were also introduced at our request in the House 
of Representatives by Representative Oren Harris, chairman of the 
Committee on Interstate and Foreign Commerce, as H.R. 2480, ELR. 
2481, H.R. 2482, H.R. 5001, and H.R. 5002. The subcommittee on 
Commerce and Finance of the House committee held initial hearings 
on these bills on June 3, 1959. 

For the benefit of the new members of this subcommittee, I should 
like to describe very briefly the statutes which we administer. These 
statutes, six in number, relate in general to the protection of investors 
in the field of securities and finance. The bills before this commit- 
tee propose amendments to five of these statutes. In addition to the 
statutes directly administered by the Commission, we are charged 
with certain functions in corporate reorganization proceedings under 
chapter X of the Bankruptcy Act. 

The securities laws were initiated as the result of investigations 
of the financial practices of the twenties and their disastrous conse- 
quences. The first of these statutes was the Securities Act of 1933, 
sometimes referred to as the “truth in securities” law. This statute 
has two basic objectives. One purpose is to provide investors with 
pertinent information concerning securities offered for public sale 
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by use of the mails or instrumentalities of interstate commerce. To 
achieve this purpose, a prospective issuer is required to file with the 
Commission and make available for public inspection a so-called reg- 
istration statement. The principal component of this statement is 
a prospectus, which must set forth significant information about the 
issuer and the offering and a copy of which must be furnished to each 
investor. The other purpose of the statute is to prevent misrepre- 
sentation and fraud in the sale of securities generally. 

The Securities Exchange Act of 1934 is designed to insure the 

maintenance of fair and honest markets in securities. In general, 
the statute provides for the disclosure of information concerning 
securities listed on exchanges, for the regulation of trading in securi- 
ties on exchanges and in over-the-counter markets, and for the super- 
vision of the activities of brokers and dealers 

The Public Utility Holding Company Act of 1935, the one statute 
as to which we do not propose any amendment, provides for the regu- 
lation of holding company sy stems controlling electric utility com- 
panies and companies engaged in the retail distribution of natural 
and manufactured gas. 

The Trust Indenture Act of 1939 is closely integrated with the 
Securities Act of 1933. It was passed after studies by the Commis- 
sion had revealed that the trust indentures under which corporate 
debt securities were issued very frequently failed to provide minimum 
protections to the purchasers of such paper. To deal with this prob- 
lem, the Trust Indenture Act requires that debt securities publicly 
offered for sale must be issued under an indenture which meets cer- 
tain statutory standards and has been duly qualified with the Com- 
mission, 

The Investment Company Act of 1940, together with the Invest- 
ment Advisers Act of 1940, resulted from a study of the functions and 
activities of investment companies which was conducted by our Com- 
mission pursuant to congressional direction. The Investment Com- 
pany Act provides for the registration and regulation of companies 
engaged primarily in the business of investing, reinvesting, holding, 
and trading in securities. The Investment Advisers Act provides for 
the registration of persons engaged in the business of advising others 
with respect to securities. These advisers are required by the statute 
to conform their activities to certain standards designed to protect 
the interests of investors. 

It may be well briefly to outline our internal organization. There 
are five Commissioners appointed on a bipartisan basis by the Presi- 
dent, with the advice and consent of the Senate, and who sit as a body 
in W ashington. In the Central Office in Washington there are three 
operating divisions: the Division of Corporation Finance, the Divi- 
sion of Trading and Exchanges, and the Division of Corporate Regu- 
lation. In addition, we have five officers also reporting to the Com- 
mission. namely, the Office of the Secret: ry, the Office of the General 
Counsel, the Office of the Chief Acc ountant, the Office of Opinion 
Writing, and the Office of Hearing Examiners. There is also a Divi- 
sion of Administrative Management under an executive director. In 
the field, there are nine regional offices and eight branch offices, located 
in various strategic cities throughout the country. 
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As I have already indicated, the amendments embodied in the bills 
now before this committee would amend five of the six statutes we 
administer. The general purpose of these proposals is to strengthen 
the safeguards and protections afforded the public under the securities 
laws by tightening jurisdictional provisions, correcting certain inade- 
quacies which have been revealed in the course of administrative ex- 
perience, and facilitating criminal prosecutions and other enforce- 
ment activities. The need for added investor protections and the 
strengthening of our enforcement hand is cninlaele imperative to- 
day in view of the current extremely active securities markets and 
their adjuncts, and the opportunity which is thereby afforded to a 
certain marginal element of promoters and securities salesmen to 
»rofit unconscionably from unsophisticated investors who are lured 
= spurious “get-rich-quick” schemes. 

The recommendations embodied in the bills are the result of con- 
tinued study on our part and reflect the results of numerous confer- 
ences involving the Commission and its staff, industry representa- 
tives, and other interested persons. I should note that with one ex- 
ception there has been no substantive amendment to the securities 
laws since 1940. The exception was in 1954 when certain important 
changes were effected in the Securities Act of 1933, and limited 
changes, largely technical, in the Securities Exchange Act of 1934, 
the Trust Indenture Act of 1939, and the Investment Company Act 
of 1940. 

The bill which was enacted in 1954 was drafted by the Commission 
after conferences during the fall of 1953 with the then chairman of 
this subcommittee and with members of the committee staff and repre- 
sentatives of the securities industry. Your committee, in its report 
recommending passage of the bill, stated that it— 
expects that the Commission will advise with it concerning any additional 
legislative authority deemed necessary to carry out the basic intent of these acts. 

In accordance with this direction, the Commission undertook a 
further study of the statutes with a view to formulating appropriate 
amendatory recommendations. During 1956 there were submitted pro- 
posals for amendment, which related primarily to the Securities Act 
and the Securities Exchange Act. Bills were introduced in both the 
Senate and House of Representatives, but no action was taken thereon. 

In the summer of 195%, we submitted more extensive proposals for 
amendments, most of which are also contained in the bills now before 
this committee. While we were formulating these proposals, Senator 
Fulbright, then chairman of the parent committee of this subcom- 
mittee, and Representative Oren Harris agreed that there would be no 
objection to the Commission’s discussing the proposals with repre- 
sentatives of the securities industries. In January 1957, the Commis- 
sion circulated a draft of proposed amendments and in the followin 
month held a public conference on those proposals, at which intereste 
persons were heard. Further conferences were then held with repre- 
sentatives of interested industry groups. The Commission then re- 
examined its proposals in the light of all the comments it had received, 
and in June 1957 circulated a revised draft of proposed amendments. 
Thereafter, another conference was held with interested industry 


representatives. Conferences were also held with representatives of 


the Department of Justice. 
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SEC LEGISLATION 5 
Our proposals for amendment were submitted to the 85th Congress 
and were introduced in both Houses. No action, however, was taken 
on these bills. 

After the close of the 85th Congress, the Commission reexamined 
its proposals and in January and February of this year submitted 
the revised proposals embodied in the bills now before your committee. 

On April 7, 1959, members of the Commission’s staff again conferred 
with industry representatives concerning such revised proposals. In 
the light of the comments thus received, we have again reexamined our 
proposals and will suggest certain modifications at the appropriate 
times in the course of the testimony on the specific bills. 

We have previously prepared and have submitted to the Congress 
a statement with reference to each of these bills which contains a sec- 
tion-by-section analysis setting forth as to each proposal a summary 
of the present law, the problem which is sought to be met by the 
amendment, and the remedy provided for in the bill as submitted. 
These justifications were inserted by Senator Robertson in the Con- 
gressional Record for this session at pages 2672 to 2684. We shall ask 
that these analyses be also incorporated into the record of this hearing. 
(See appendix, p. 253.) On the assumption that this procedure will 
be satisfactory to your committee, our oral presentation will be con- 
fined principally to a summary of the more significant proposals for 
amendment. 

I may point out for the record that our proposals were drawn up 
before we were advised of the introduction of the Alaska omnibus bill, 
H.R. 7210 and S. 1541, and that we had suggested in our drafts the 
changes required by the Alaska statehood bill. Consequently, there 
is some overlapping between these bills and the Alaska omnibus bill 
which your counsel may wish to consider in your report on our pro- 
posals. 

In accordance with the suggestion of this committee, our testimony 
today will be directed to S. 1178 and S. 1179. In general, S. 1178 
would amend the Securities Act of 1933 to (1) clarify the jurisdic- 
tional basis of the civil liability provisions of the statute; (2) extend 
civil and criminal liability to documents filed with the Commission 
pursuant to Commission rules in connection with exempt offerings; 

(3) increase from $300,000 to $500,000 the size of offerings which may 
be exempted from registration under section 3(b) of the statute; 
and (4) make it clear that a showing of past violations is a sufficient 
basis for injunctive relief and that aiders and abettors may be respon- 
sible in civil and administrative proceedings. 

Senator Busy. May IL ask a question, Mr. Chairman? 

Senator WiiuiaMs. Certainly. 

Senator Busu. That increase from $300,000 to $500,000 passed the 
Senate once, did it not? 

Mr. Gapspy. Two years ago. I believe it passed the Senate and 
was not acted on in the House. 

The proposed amendments to the Securities Exchange Act of 
1934 covered by S. 1179 would make comparable changes with re- 
spect to injunctive relief and liability of ane and abettors. In ad- 
dition, changes are proposed which would (1) make it a violation 
of this act to embezzle moneys or securities entrusted to the care of an 
exchange member or a registered broker or dealer; (2) clarify and 
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strengthen the statutory provisions relating to manipulation and to 
the financial responsibility of brokers and dealers; (3) authorize 
the Commission by rule to regulate the borrowing, holding or lending 
of customers’ securities by a broker or dealer; (4) make it clear that 
attempts to purchase or sell securities are covered by the antifraud 
provisions of the statute; (5) revise the provisions relating to broker 
and dealer registration in several respects; (6) authorize the Com- 
mission to suspend or withdraw the registration of a securities ex- 
change when the exchange has ceased to meet the requirements of its 
original registration; (7) clarify the Commission’s authority to 
suspend a security from exchange trading where there has been a 
lations to comply with the act and where otherwise necessary in the 
public interest; (8) prohibit trading in the over-the-counter market 
for limited periods where the public interest and the protection of in- 
vestors so requires; (9) provide that an insolvent broker or dealer may 
be adjudicated a bankrupt in an injunctive proceeding instituted by 
the Commission; and (10) provide for a forfeiture of $100 for each 
day that any report required under the act is delinquent. 

The suahiadie we have made regarding the Trust Indenture Act, 
the Investment Company Act, and the Investment Advisers Act will, 
as you have suggested, be the subject of our testimony before you on 
June 18. Unfortunately, because of previous commitments, of which 
the staff of this committee has been advised, I will be unable to appear 
at that time. I have asked Commissioner Orrick, who is thoroughly 
familiar with this legislative program, to present our testimony at 
this later hearing. 

We have arranged to have a statement with respect to the details 
of the specific bills to be made by the Director of the Division charged 
with responsibility for operations under the statute which is the sub- 
ject of the particular bill. This morning Mr. Byron D. Woodside, 
Director of our Corporation Finance Division, will address himself 
to S. 1178, and Mr. Philip A. Loomis, Jr., Director of our Trading 
and Exchange Division, to 8S. 1179. With your consent, I will ask 
Mr. Woodside to proceed. 

Senator Witx1ams. Would you prefer to deal with questions now 
or wait until later ? 

Mr. Gapssy. I would suggest that the questions could be directed 
later after Mr. Loomis and Mr. Woodside have had an opportunity to 
testify. 

Senator Wuiu1ams. All right, we will proceed in that way. Mr. 
Byron D. Woodside. 


STATEMENT OF BYRON D. WOODSIDE, DIRECTOR, DIVISION OF COR- 
PORATION FINANCE, SECURITIES AND EXCHANGE COMMISSION 


Mr. Woopsine. Mr. Chairman and members of the subcommittee, 
there have been prepared and submitted to the committee a compara- 
tive print showing the changes in the Securities Act which are pro- 
posed by S. 1178 and a statement containing a section-by-section 
analysis which sets forth as to each proposal for amendment a sum- 
mary of the present law, the problem sought to be met by the amend- 
ment, and the remedy provided for in the bill as submitted. With 
your permission I should like to request that this comparative print 
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and analysis be incorporated into the record of this hearing. (See 
appendix, pp. 253 and 256.) sai, ’ 

Chairman Gadsby has explained the broad objectives of the Securi- 
ties Act of 1933 and the background and general purposes of the 
proposed amendments now being considered. In my statement I will 
endeavor to describe the proposals in some detail and indicate how 
they are intended to fit onto and strengthen the existing statutory 
provisions. a 

S. 1178, the enactment of which is being urged by the Commission, 
would amend eight of the existing sections of the Securities Act and 
add a new section 29. 

Section 3(a) of the Securities Act lists certain classes of securities 
as to which, except as expressly provided, “the provisions of this title 
shall not apply.” In general, these classes of securities may be de- 
scribed as exempt from the registration and prospectus requirements 
of the act. These securities are not, however, exempt from the pro- 
hibitions against fraudulent transactions in section 17 of the act, nor, 
with the exception of “governments,” from the civil liability pro- 
visions of section 12(2). 

Section 3(b) of the act provides that the Commission may by rule 
and regulation, and subject to such terms and conditions as may be 
prescribed, add any class of security to those specifically exempted by 
section 3 upon a finding that registration “is not necessary in the pub- 
lic interest and for the protection of investors by reason of the small 
amount involved, or the limited character of the public offering,” pro- 
vided no issue shall be exempted, the aggregate offering price of which 
exceeds $300,000. Securities so exempted from registration remain 
subject to the civil liability provisions of section 12(2) and the anti- 
fraud provisions of section 17. 

As originally enacted, section 3(b) authorized the Commission to 
exempt securities where the aggregate amount of the public offering 
did not exceed $100,000. In 1945 this section was amended to increase 
this maximum limit to $300,000. 

In order to facilitate access to the public capital markets by more 
small- and medium-sized firms, section 3 of the present bill proposes 
that the present $300,000 ceiling be increased to $500,000. A similar 
proposal was included in the statutory amendment program in 1954 
and was adopted by the Senate. This amendment, however, was not 
acceptable to the House. ‘The Senate passed the same proposal in 1957 
but no action was taken by the House of Representatives. 

The present bill, to aiford added investor protection in this area, 
would provide added specific civil and criminal] liability in connection 
with offerings exempt under section 3(b). 

I might mention that the proposal we are now making with re- 
spect to increasing the provision with respect to civil liabilities for 
exempt offerings was not included in the 1954 program. 

The purpose of section 3(b) was to afford small business a relatively 
simpler access to the capital market, and the Commission accordingly 
adopted various regulations governing the sale of securities within 
the established limits. The most important of these is the general 
exemption provided by regulation A, which is designed largely as a 
protection against fraud and which requires the use of an offering cir- 
cular containing certain prescribed minimum disclosure of pertinent 
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information about the offering and the business of the issuer. Under 
this regulation, a form of notification, copies of the offering circular, 
and certain specified exhibits are filed with one of the Commission’s 
regional offices. 

The regulation further provides that the Commission may by order 
suspend the exemption for failure to comply with the stated condi- 
tions. The entire procedure provides a method, less expensive and 
time consuming than registration, by which issuers seeking relatively 
small amounts of money may sell their securities in interstate com- 
merce. 

In 1956, regulation A was revised in various respects. Under this 
revision, the exemption is not available for offerings for the account of 
persons other than the issuer—sometimes called bail-outs—unless the 
issuer has had a net income from operations in at least one of the 
last two fiscal years. Securities issued to promoters, underwriters, 
and others for property and services must be included in determining 
whether the offering is within the dollar limitation specified in sec- 
tion 3(b), unless appropriate arrangements are made, by escrow or 
otherwise, to keep these securities off the market for 12 months. 

Additional provisions make the exemption unavailable where pro- 
moters, management officials, large dachedihies, or underwriters have 
a record of past securities violations. 

With these provisions in the rules, and a vigilant enforcement pro- 
gram, the Commission believes that increased investor protection has 
been provided in the area of small- and medium-sized issues of secu- 
rities without raising unreasonable impediments to the raising of 
equity and other capital by smaller business enterprises. 

I might note that there are also other exemptive regulations ap- 
plicable to special types of offerings, such as fractional interests in 
oil, gas, assessable mining stock, and certain real estate notes. 

Section 5 of the bill, which is concerned with civil liabilities, is 
intended to accomplish two purposes. It should be considered in con- 
nection with the proposal to amend section 3(b) just mentioned and 
section 24 to which I will refer in a moment. 

First, it would add a new provision to section 12 that would pro- 
vide for clear civil liability on the part of those responsible for untrue 
statements of material facts or omissions to state material facts in any 
statement or document filed with the Commission in connection with 
an offering pursuant to an exemption under section 3(b) or section 
3(c) of the statute. Section 3(c) was added in connection with the 
Small Business Investment Act of 1958 and provides for a conditional 
exemption for small business investment companies organized under 
that statute. Pursuant to this section 3(c) the Commission has 
adopted a regulation E, which is essentially similar to regulation A. 

As they presently stand, section 11 of the act provides civil liabili- 
ties in the event of false or misleading statements or omissions in 
a registration statement, and section 12(2) contains civil liability pro- 
visions which are applicable to the offer and sale of securities gen- 
erally, whether or not they are registered. 

Under section 12(2), “any person who offers or sells” a security 
by false or misleading statements is liable, subject to certain defenses, 
“to the person purchasing such security from him.” Where an issuer 
sells to a dealer and the dealer in turn sells to an investor upon the 
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basis of literature or other representations of the issuer, it is not clear 
on the face of the statute that the investor, in bringing an action 
under section 12(2), can go beyond his immediate seller, usually 
the dealer, and recover from the issuer, who may be the person actually 
responsible for the false or misleading information used in the sale. 
Thus, if the dealer turns out to be insolvent, so that adequate recovery 
cannot be obtained from him, it is not clear that the investor could 
recover directly from the issuer or the individuals actually responsible 
for the false or misleading statements. While it is believed that in a 
proper case all such persons in the stream of distribution may be 
liable, the proposed amendment would make this clear on the face 
of the statute. 

Senator Busn. In other words, go right back to the issuer himself ? 

Mr. Woonsipe. Yes, sir. 

Senator Busu. All the way back? 

Mr. Woopsine. Yes, sir; in the case where the literature originated 
with the issuer. 

It is the Commission’s view that persons who sign a document filed 
with the Commission pursuant to an exemptive rule containing an un- 
true statement or material omission, any person who makes or causes 
to be made an untrue statement or material omission, every controlling 
person and the issuer should be civilly liable to any person who is not 
aware of such untruth or omission and who receives or is shown a copy 
of the statement or document in connection with a purchase of such 
securities, or who relies directly or indirectly on such untrue statement 
or omission in connection with such purchase. 

The Commission also believes that, as to the issuer, there should be 
no defense to actions based on any untruth or omission in a document 
filed with the Commission on the ground of lack of knowledge. On 
the other hand, it seems reasonable that liability for false or mislead- 
ing statements in an exempted offering should not be imposed on any 
officer, director, or other individual associated with the offering, pro- 
vided he can sustain the burden of proving that he acted in good faith 
and did not know of the untruth or omission on which the action is 
based. Thus, directors and other individuals under the proposed 
amendment would not be liable in the absence of actual misconduct or 
bad faith, but the issuing corporation would have an absolute liability 
for any false or misleading statements, even if innocently made. 

A new section 12(b), which would be added to the statute by section 
5 of the bill, would accomplish these purposes. 

A further purpose of section 5 of the bill would be to resolve any 
existing ambiguity as to the jurisdictional application of the civil lia- 
bility provisions of the existing section 12(2) of the act. It has been 
held in one circuit—seventh; 1949—that this section applies only if 
the fraudulent or misleading statements are made by the use of the 
mails or facilities of interstate commerce. However, three courts of 
appeals have rejected this view and have held essentially that juris- 
dictional grounds exist if interstate facilities are used in connection 
with the sale or delivery of the security. 

Section 5 of the bill ‘would rearrange the jurisdictional language of 
the statute to resolve any ambiguity and to conform it to the m: jority 
judicial view, which in the opinion of the Commission effectuates the 
congressional intention. 
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It is also proposed to enlarge the criminal provisions of the statute 
to cover any false and misleading filings made with the Commission, 
including filings in connection with exempt offerings. Section 24 of 
the act now makes it a criminal offense for any person willfully in a 
registration statement filed under the act to make any false or mislead- 
ing statements. Section 10 of the bill would amend the foregoing pro- 
visions to encompass not only a registration statement, but any ap- 
plication, report, or other document tiled under the act. 

The Commission recommends that the proposed extension of civil 
and criminal liabilities with respect to exempt offerings should be 
enacted independent of whether the ceiling on section 3(b) exemption 
is raised to $500,000. 

Section 7 of the bill is designed to strengthen the Commission’s 
enforcement activities through the use of the injunctive remedy. 
Section 20(b) of the act now provides for granting an injunction 
when it appears that a person is engaged in or is about to engage in 
a Violation of the act, or any rule thereunder. 

In the normal situation, the staff learns of a violation of the act 
after it has occurred. Past violations are considered by many courts 
as affording a sufficient basis for an injunction, since they indicate 
the possibility of a future violation. However, there is some re- 
luctance to adopt this position in some jurisdictions, and it is believed 
that enforcement would be aided and strengthened if it were expressly 
stated that a past violation is a basis for an injunction, even though 
the violations as to a particular issue or security may have since been 
discontinued, as so often occurs. 

To this end it is proposed that the Securities Act—as do the In- 
vestment Company Act and Investment Advisers Act already—state 
specifically that injunctive relief may be obtained against a — 
who has engaged in a violation. The absence of such language has a 
times caused the enforcement staff to be reluctant to recommend a 
junction suits in cases where an injunction, with its threat of contempt 
proceedings for violation, might serve as a desirable deterrent. This 
is particularly true as regards that element who engage in a general 
course of conduct in violation of the act but whose activities shift 
from security to security or from one company to another with con- 
siderable rapidity. Of course, any injunctive relief is always subject 
to the general discretionary power of the court, and therefore it would 
still be true that not every violation would be a basis for injunction. 

A related amendment found in section 8 of the bill would repeal 
section 20(c) of the statute which refers to writs of mandamus, and 
this now obsolete procedure would be replaced by appropriate changes 
in section 20(b) by section 7 of the bill authorizing the Commission 
to seek a mandatory injunction. 

Section 11 of the bill would, as the Securities Exchange Act of 
1934 now provides in section 20(b), expressly prohibit any person, 
indirectly or through any other person, from violating the act. This 
same recommendation is being made under the Investment Advisers 
Act. 

In addition, section 11 would also explicitly make aiders and abet- 
tors liable in civil and administrative proceedings. A similar pro- 
posal with respect. to aiders and abettors is included in the recom- 
mendations for amendment to the Securities Exchange Act. 

Thank you. 
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Mr. Gapssy. If Mr. Loomis may now proceed with his exposition, 
Mr. Chairman ? 
Senator WixuiaMs. Please do. 


STATEMENT OF PHILIP A. LOOMIS, JR., DIRECTOR, DIVISION OF 
TRADING AND EXCHANGES, SECURITIES AND EXCHANGE COM- 
MISSION 


Mr. Loomis. Mr. Chairman and members of the subcommittee, I 
ain Philip A. Loomis, Jr., Director of the Commission’s Division ‘of 
Trading and Exchanges. I shall address my comments to S. 1179 
which covers amendments to the Securities Exc hange Act of 1934. 

The purpose of the Securities Exchange Act of 1934 as stated by 
Congress was: 

To provide for the regulation of securities exchanges and of over-the-counter 
markets operating in interstate and foreign commerce and through the mails, 
to prevent inequitable and unfair practices on such exchanges and markets and 
for other purposes. 

To accomplish this purpose, as Chairman Gadsby has pointed out, 
the statute provides for disclosure of information concerning securities 
listed on exchanges, for the regulation of the use of credit in the se- 
curities markets and of tr ding i in securities on exchanges and in over- 
the-counter markets, and for the supervision of brokers and dealers. 
It also contains provisions for enforcement by our Commission through 
administrative and injunctive actions and for the referral of informa- 
tion concerning violations to the Department of Justice for criminal 
re. 

S. 1179 contains a total of 31 proposed amendments to the Securities 
Exchange Act. It would endniy extend this statement to discuss 
all of these amendments in detail, but I would like to offer for the 
record a comparative print and also a statement—to which Chairman 
Gadsby has ¢ sleeacte referred—containing a sectional analysis of these 
proposed amendments in which each of the proposed changes is ex- 
plained. (See appendix, pp. 293 and 328.) 

The principal proposed amendments can, I think, be grouped under 
the following headings: First, proposals to tighten the antifraud pro- 
visions of the statute in several respects ; second, provisions to close 
certain loopholes in the prohibitions against manipulation of securi- 
ties markets; third, provisions to clarify and make more workable the 
procedures for the denial, revocation, or suspension of broker-dealer 
registration and to expand to some extent the types of misconduct 
which may furnish bases for such proceedings; fourth, provisions to 
clarify and strengthen the Commission’s rulemaking power with re- 
spect to certain activities of brokers and dealers which may endanger 
the interests of their customers; fifth, proposals to cl: arify and make 
more workable provisions in reeard to the suspension of trading in 
securities; and sixth, proposals ‘to clarify and strengthen provisions 
in regard to the regulation of securities exchanges and registered asso- 
ciations of brokers and dealers. 

The bill also contains provisions comparable to those discussed by 
Mr. Woodside in regard to aiders and abettors and the use of past 
violations as a basis for injunctive relief and contains a number of 
provisions to remove obsolete references and to make other technical 


42560—59——-2 





12 SEC LEGISLATION 


= 


changes, such as the introduction into various sections of the act deal- 
ing with the conduct of brokers and dealers of provisions making the 
prohibitions of these sections applicable to brokers and dealers regis- 
tered under section 15 of the act. The registration provisions were 
added by amendment of the statute after the enactment of the sections 
in question. 

Turning to the antifraud provisions, two sections of the bill, section 
31 and section 10, would strengthen these prohibitions. Section 31 of 
the bill would add a specific larceny and embezzlement provision to 
the act. While the statute now contains prohibitions against fraud- 
ulently obtaining customers’ funds or securities in connection with 
securities transactions, it does not contain any express prohibition 
against embezzling or converting them. The new section would cover 
the latter type of misconduct. 

The distinction between the two concepts involved, the fraudulent 
obtaining of funds or securities on the one hand and embezzlement or 
conversion of such assets on the other hand, is a thin one centering 
around the technical question of the intent of the wrongdoer at the 
time the securities or funds came into his hands. It would seem 
fundamental that it ought not to be possible to evade the statute by 
any such technicality, and the Commission’s proposal is designed to 
remove any possible uncertainty in this regard. 

Section 10 of the bill would clarify the general antifraud provisions 
contained in the numerical counterpart in the existing statute. The 
amendment would specifically forbid the use of fraudulent and 
manipulative conduct in attempts to purchase or sell a security, as well 
as in connection with consummated purchases or sales. 

Among other things, this proposal is aimed at the so-called front 
money racket, where money is obtained from an issuer on the repre- 
sentation that an underwriting or financing will be arranged for the 
issuer, although there is no intention or ability to perform such serv- 
ices. In one case involving this practice, representatives of a pur- 
ported underwriter made misrepresentations to an issuer concerning 
the number of salesmen it had, its success in certain other underwrit- 
ings, and the amount of money the issuer could expect to receive from 
the sale of its stock. The agents obtained an advance of $7,000 and 
apparently merely divided the money among themselves without per- 
forming any services. It should be made perfectly clear on the face 
of the statute that although no securities are, as in this case, actually 
purchased or sold, activities of this nature can be prosecuted under 
section 10(b) of the act. 

Sections 8 and 9 of the bill would cure certain defects in the anti- 
manipulative provisions. Section 9(a)(1) of the act now prohibits 
manipulation by the use of so-called matched orders; that 1s, essen- 
tially the entry of orders to buy or sell with the knowledge that an 
order to sell or buy at substantially the same price will be entered at 
substantially the same time, thus creating a false appearance of active 
trading. 

The existing section, however, requires that the matching order be 
“of substantially the same size.” A restrictive judicial interpreta- 
tion of this requirement has largely nullified the prohibition. In 
actual practice, orders for the purchase or sale of a security on an ex- 
change are generally executed in 100-share lots so that the overall 
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size of the orders placed by a manipulator at a given time is not the 
determining factor as to the effectiveness or misleading character of 
the manipulation. 

For this reason, the Commission proposes to delete the words “of 
substantially the same size.” Nothing else in the section will be 
changed, and to constitute a violation the activity must still be for 
the purpose of creating a false and misleading appearance in the 
market. 

The amendments in section 9 of the bill relate to sections 9(a) (2) 
and 9(a) (6) of the act. Section 9(a) (2) is one of the most impor- 
tant prohibitions against manipulation and section 9(a) (6) covers the 
stabilization of securities prices on an exchange. Bach of these 
sections now requires proof of a series of transactions to establish a 
violation. One manipulative transaction, however, can affect the 
overall price as effectively as a series, where the price at which a large 
distribution is going to be made is keyed to the market price existing 
at the commencement of such distribution. 

Consequently, the Commission recommends that sections 9(a) (2) 
and 9(a)(6) should be made applicable even where there is only a 
single manipulative transaction involved. I might note that this 
would be a codification of the principle embodied in the detailed rules 
with regard to manipulation and stabilization which the Commission 
has adopted pursuant to section 10(b) of the act. 

Under section 15 of the act, brokers and dealers doing business 
otherwise than on an exchange are required to be registered with the 
Commission if they use the mails or facilities of interstate commerce. 
In order to protect investors by eliminating from the securities busi- 
ness unworthy persons, the Commission is given the power under 
certain circumstances to revoke or deny such registration. 

Experience has demonstrated the need for tightening these pro- 
visions and such proposals are found in section 13 of the bill. The 
present law provides that the Commission shall, after appropriate 
notice and opportunity for hearing, deny or revoke the registration 
of any broker or dealer if it finds that such denial or revocation is in 
the public interest and that such broker or dealer, or any person 
directly or indirectly rar agian: | or controlled by such broker or 
dealer, i is subject to certain specified disqualifications. Procedurally, 
it also provides, among other things, that pending final determina- 
tion whether registration shall be denied, the Commission may by 
order postpone the effective date of registration for a period not to 
exceed 15 days, but if, after appropriate notice and opportunity for 
hearing, it appears to the Commission to be necessary or appropriate 
in the “public interest or for the protection of investors to poner 
the effective date of registration until final determination, the Com- 
mission shall so order. 

The Commission’s proposals in this area would affect the basis on 
which registration may be denied or revoked, the sanctions which the 
Commission may impose, the postponement of the registration where 
it appears to be necessary to institute proceedings to deny registra- 
tion, and the conditions under which an application for registration 
mav be withdrawn. 

The existing disqualification for past criminal misconduct is lim- 
ited to a conviction within 10 years of a crime “involving the purchase 





14 SEC LEGISLATION 


or sale of any security or arising out of the conduct of the business 
of a broker or dealer.” 

It is recommended that this disqualification be extended to include 
also a conviction arising out of conduct as an investment adviser or 
involving embezzlement, fraudulent conversion or misappropriation 
of funds, securities, or other property, or a violation of the mail fraud 
statute. Persons who have been convicted of crimes of this nature 
should be excluded from registration when the Commission finds that 
this is necessary in the public interest. 

It is also recommended that misconduct as an investment adviser 
should constitute a disqualification. To that end, it is proposed (1) 
that the criminal bar just referred to should also include a conviction 
arising out of an investment advisory business; (2) that the existing 
disqualification stemming from a finding by the Commission that 
there has been a willful violation of the Securities Act or the Securi- 
ties Exchange Act should be extended to include a violation of the 
Investment Advisers Act; and, (3) that the existing disqualification 
resulting from an injunction, which is now limited to judicial restraint 
in connection with the purchase or sale of a security, should be ex- 
panded to cover the investment advisory business. In this connection, 
the bill would also add as a disqualification an injunction arising out 
of the broker-dealer business. 

Section 13 of the bill would provide (1) greater flexibility in 
the imposition of sanctions by authorizing the suspension of the regis- 
tration of a broker or dealer in circumstances where there is no need 
for the drastic sanction of revocation, the only remedy now provided 
under section 15(b); (2) a more workable procedure in denial pro- 
ceedings by authorizing the Commission, pending final determination, 
to postpone the effective date of registration for a period not to ex- 
ceed 90 days instead of the present 15 days; and (3) codification of 
the existing procedure which permits an application for registration 
to be withdrawn only with the Commission’s consent if such applica- 
tion is received after a proceeding has been commenced. 

Sections 6, 7, and 14 of the bill deal respectively with capital re- 
quirements for brokers and dealers, the handling of customers’ se- 
curities, and the practice of “when issued” trading over-the-counter. 

Section 8(b) of the present act makes it unlawful for a member of 
a national securities exchange, or any broker or dealer who transacts 
a business in securities through the medium of any such member, to 
permit, in the ordinary course of business as a broker, his “aggregate 
indebtedness” to exceed 2,000 percent of his “net capital,” or such 
lesser percentage as the Commission may prescribe by rule. This pro- 
vision is ambiguous and ineffective. It takes into account aggregate 
indebtedness arising only in the ordinary course of business as 4 
broker, but not as a dealer, and the scope of the Commission’s rule- 
making power is not clear. 

Under section 15(c) (3) of the statute the Commission has general 
rulemaking power to provide safeguards with respect to the financial 
responsibility of brokers and dealers effecting transactions in the over- 
the-counter market. Pursuant to this section, the Commission has 
adopted rule 15¢3-1 which has the same purpose as sect ion 8(b), but 
which specifies in detail what is to be included in the concepts of 
“agoregate indebtedness” and “net capital.” 
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We have prepared a memorandum which outlines the history and 
operation of this rule which might be helpful to the committee, and 
which I would like to offer for the record. 

Senator Wittiams. We will receive that for the record. (See ap- 
pendix, p. 352. 

Mr. Loomis. Section 6 of the bill would transfer to section 8 (b) of 
the statute the provisions relating to financial responsibility of “Aa she 
dealers which now appear in section 15(c) (8) of the act, so that 
regulation under the new section 8(b) could be applicable no matter 
where the transaction is effected. Rule 15c3-1 now exempts the mem- 
bers of exchanges whose rules have been found by the Commission to 
impose requirements more comprehensive than those in the Commis- 
sion’s rule, and no change in this regard is contemplated. As I have 
already indicated, section 5 of the bill will add all registered brokers 
and dealers to the group subject to section 8 of the act. I might note 
that they are already subject to the existing subsection 15(c) (3) 
which is being transferred. 

Since it is not contemplated under this amendment to abandon the 
basic policy of framing capital rules in terms of a ratio of aggregate 
indebtedness to net apital, which policy has been successfully em- 
ployed in the Commission’s rules ever since they were adopted and 
which Congress specified in the existing section 8(b), the Commission 
has concluded upon reconsideration, to add language at the end of 
section 6 of the bill to specify that the rules and regulations should 
not provide a ratio of aggregate indebtedness to net ‘capital more re- 
strictive than 20 to 1. This would not in any way limit the Commis- 
sion’s authority to define the terms “aggregate indebtedness” and 
“net capital,” which authority includes the power to provide for the 
exclusion of certain assets in computing net capital wherever this 
appears necessary to insure that brokers and dealers maintain an en- 
tirely liquid position. 

With respect to the handling of customers’ sec urities, section 8(c) 
of the statute prohibits the lending of such securities without the 
customers’ written consent. The statute nowhere requires the segre- 
gation of customers’ fully paid securities or excess collateral. Under 
section 7 of the bill, brokers and dealers could not borrow, lend, or 
hold customers’ securities in contravention of such rules as the Com- 
mission might adopt to provide safeguards in this area. 

The callous disregard with which some broker-dealers handle cus- 
tomers’ securities is illustrated by a recent case. Upon investigation 
of complaints from customers of a broker-dealer that they had failed 
to receive securities they had purchased, we discovered violations of 
several provisions of the securities laws. The Commission applied 
for and secured an injunction and the appointment of a receiver. 
During the course of the investigation, we ncaa that the firm did not 
segregate customers’ fully paid securities. 

Senator Busu. Do they not have to under existing law? 

Mr. Loomis. No, sir. Only the stock exchange has rules about that 
applicable to their members, but there is nothing in existing law 

about. it. 

Senator Busy. But a stock exchange firm would be required by 
existing regulation to make that segregation ? 
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Mr. Loomis. By the regulations of the exchanges, not by the provi- 
sions of this act. 

Senator Busn. All right. 

Senator Witi1aMs. All exchanges, or just some ¢ 

Mr. Loomis. All the major exchanges have such rules. I am not 
sure about some of the small ones. 

As an example, the firm received from a customer 3,000 shares of a 
certain stock with instructions to apply 1,000 shares against a pur- 
chase of other securities, and to return 2,000 shares registered in the 
customer’s name. Instead of this, the firm delivered the 3,000 shares in 
question to another broker-dealer to cover a short sale that it had 
made. The firm followed the same practice in connection with other 
customers. 

With respect to “when issued” or “when distributed” trading, sec- 
tion 12(d) of the act specifically confers upon the Commission rule- 
making authority with respect to such trading on an exchange, and 
the Commission has adopted fairly extensive rules designed to protect 
investors against abuses in connection with such trading on exchanges. 
This provision and the rules do not apply to trading over the counter. 
Section 14 of the bill reflects the view that the Commission should 
be given rulemaking power with respect to such trading over the 
counter. The amendment is not designed to prohibit such trading over 
the counter but is intended to provide the Commission with specific 
rulemaking power comparable to that existing in regard to such trad- 
ing on national securities exchanges. 

The bill contains three proposals found in sections 15, 19, and 20 
with respect to the Commission’s authority to suspend trading in 
a security. Section 19(a)(4) authorizes the Commission under cer- 
tain circumstances summarily to suspend trading in a security on a 
national securities exchange for a period not exceeding 10 days. This 
power is of an emergency nature and has been exercised when de- 
velopments with respect to the affairs of an issuer make it impossible 
for trading to be conducted on a fair and informed basis. Examples 
are situations where it is disclosed that there have been large defalca- 
tions and no one can tell what the financial condition of the com- 
pany is. It is often impossible to get the facts and make them avail- 
able to the public within a 10-day period and, accordingly, section 20 
of the bill would make it clear that the Commission may summarily 
suspend trading under section 19(a) (4) for successive 10-day periods 
where this is found necessary for the protection of investors. 

Under section 19(a) (2) of the act the Commission is empowered 
after opportunity for hearing to deny, suspend, or withdraw the reg- 
istration of a security on an exchange under certain circumstances. 
It has frequently been necessary for the protection of investors to 
suspend trading in securities during the pendency of such proceedings 
and the Commission has accomplished this by exercising its summary 
power under section 19(a) (4). Section 19 of the bill would expressly 
authorize the Commission to suspend trading in such a security pend- 
ing final adjudication. Since it is usually impossible to complete such 
proceedings within 10 days, this change would avoid the necessity 
for repeated 10-day suspensions. 

Section 15 of the bill would authorize the Commission to suspend 
summarily trading in any security in the over-the-counter markets 
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in the same manner as section 19(a) (4) of the act authorizes suspen- 
sion of trading on an exchange. Conditions requiring such suspension 
are as likely to arise in connection with trading over the counter as 
in connection with trading on an exchange. I should like to point out 
that on reexamination the Commission has concluded that, with the 
granting of this authority to suspend trading over the counter, there 
is no need for the proposals in the last sentences of both section 19 
and section 20 of the bill that suspension of exchange trading in a 
security should automatically bar over-the-counter trading. The 
Commission will be able to deal with the necessity for the latter type 
of ban independently under the new provision relating to over-the- 
counter suspension. 

With regard to the regulation of securities exchanges and registered 
associations of brokers and dealers, section 1 of the bill would modify 
the definition of the term “member” to reflect the fact that exchanges 
now admit, subject to various restrictions, corporations as well as 
partnerships to membership. Section 3 would extend the time in 
which the Commission may grant or deny application for registra- 
tion of an exchange, thus providing a more workable procedure, and 
section 18 would authorize the Commission, after appropriate notice 
and opportunity for hearing, to suspend or withdraw the registration 
of an exchange where the exchange has ceased to meet the require- 
ments for original registration. Under the present law, an exchange 
must meet the rather detailed requirements of section 6 of the act 
in order to become registered, including a requirement that it be so 
organized as to be able to comply with the statute and that its rules 
are just and adequate to insure fair dealing and to protect investors. 
Once an exchange becomes registered, however, the Commission can- 
not suspend or terminate its registration unless the exchange is found 
to have violated the law or to have failed to enforce the law so far 
as is in its power. 

The amendments contained in sections 16 and 17 of the bill relate to 
section 15A of the statute, which deals with registered securities 
associations. Since enactment of section 15A, the National Association 
of Securities Dealers, Inc., which is the only registered association, 
has made provision for the registration with it not only of securities 
firms but also of individual salesmen and others who are qualified as 
registered representatives. Sections 16 and 17 of the bill would extend 
the provisions for Commission review of disciplinary action by an 
association to disciplinary action against such representatives, and 
would provide express jurisdiction for Commission determination as 
to the conduct of individuals in reference to the right of such in- 
dividuals to continue to be connected with a member of an association. 

In addition to the proposed amendments of existing law, the bill 
adds two significant new provisions. The first of these, found in sec- 
tion 25, would authorize the Federal courts in a proceeding instituted 
by the Commission to adjudge a broker-dealer a bankrupt if such 
broker-dealer is unable to meet his debts as they mature. In actions 
commenced by the Commission against an insolvent broker-dealer, 
the courts have frequently exercised their general equity power to 
appoint a receiver, but in such cases the receivership may be governed 
by State law, and both the receiver and the Commission have, on 
occasion, had difficulty in determining exactly how to proceed. We 
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believe it preferable that such proceedings should be covered by the 
specific provisions which Congress has enacted in the Bankruptcy 
Act with regard to winding up the affairs of insolvent brokers and 
dealers. 

Section 30 of the bill would provide a much-needed enforcement 
measure against delinquency in the filing of reports required under 
the statute. An important purpose of the act is to compel public dis- 
closure of financial and other corporate information, and to achieve 
this purpose the statute and the Commission’s implementing rules 
require the filing of certain reports. Other reports are required to 
facilitate the Commission’s regulatory and enforcement functions, 
It is obviously necessary that such reports should be filed when due, 
but in some cases we are unable to compel this under present law except 
by time-consuming litigation. Section 32(b) of the act now provides 
an effective procedure for a narrowly restricted class of reports by 
imposing a forfeiture of $100 a day in lieu of any criminal penalty 
for delay. It is recommended that the $100-a-day forfeiture be ex- 
tended to cover all other filings under the act. These moneys would 
be recoverable in a civil action to be brought at the Commission’s dis- 
cretion, and any such recovery would not foreclose criminal action, if 
appropriate. To make it clear that this new provision is not applicable 
to those filings which are already subject to $100-a-day sanction, and 
as to which no modification is suggested, it is suggested that the fol- 
lowing be added to the new provision : 

This subsection shall not be applicable to reports subject to subsection (b) of 
this section. 

Thank you, Mr. Chairman. 

Senator Wiiirams. Thank you very much, Mr. Gadsby, Mr. Loomis, 
and Mr. Woodside. 

Senator Bush, do you want to inquire? 

Senator BusH. Yes, Mr. Chairman, I have three or four questions. 

First, I want to congratulate the Commission on its able presentation 
this morning and in general on the recommendations in these bills as 
outlined by these witnesses. 

Have you estimated what the increased cost to the Commission 
would be in connection with this legislation; this group of bills? 

Mr. Gapssy. Yes, we have such an estimate, Senator. The total esti- 
mated cost would run about $500,000, of which approximately $120,000 
is allocable to the Securities Exchange Act and the balance to the 
Investment Advisors Act. I might note that approximately $30,000 
would be nonrecurring. 

Senator BusH. Are the commissioners largely in agreement on these 
bills; particularly the two bills that we have discussed this morning? 

Mr. Gapssy. This is a unanimous recommendation of the Com- 
mission. 

Senator Busn. The Small Business Administration has written a 
letter to the chairman of the Banking and Currency Committee, Sena- 
tor Robertson, in which they take exception to section 5 and section 
10 of this bill. 

Mr. Gapssy. Of which bill, Senator? 

Senator Busu. Of S. 1178. I think I had better read this, Mr. 
Chairman. I will only take a moment. 

Senator Witt1ams. I think you should. 
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Senator Busu. This refers to section 3: 


The benefits of the section, however, are largely offset by other proposals 
exposing small issuers to drastic civil and criminal penalties. Indeed S. 1178 
put them on much the same footing, in this respect, as issuers of fully registered 
securities. Under the provisions of section 5, a company which makes a ma- 
terial misstatement or omits a material fact in any document filed with the 
Commission in connection with an issue of exempted securities is answerable 
not only to the immediate purchaser, as under existing law, but also to any 
remote purchaser who receives or is shown a copy of the document and to any 
person who purchases in direct or indirect reliance on such misstatement or 
omIsSSLON, 


That certainly is true, from the way you explained it. 


In further contrast to existing law, the liability of the company for false or 
misleading statements is absolute. Even though the misrepresentation was in- 
nocently made, the issuer may be required to refund to the described purchasers 
the consideration paid by them for the securities, together with interest thereon. 
Purchasers who have disposed of the securities are entitled to damages. More- 
over, liability is extended to all persons responsible for the misstatement or 
omission and to persons who merely signed the document. 

Thus the executive officials and the directors of the issuer will be exposed 
to personal hazard. The same is true of lawyers, engineers, accountants, and 
other experts employed in the preparation of the documents. None of these 
individuals, caught in the net of section 5, can escape liability unless he sustains 
the burden of proof that he acted in good faith and did not know of the untruth 
or omission involved. Section 10 of 8S. 1178 establishes criminal penalties in 
those cases in which the misrepresentation is found to have been willful. 

It is hardly necessary to say that the establishment of these penalties would 
discourage small corporations from utilizing the public markets to obtain capi- 
tal. To my knowledge there is no evidence that small issuances exempted from 
full registration, under the provisions of existing law, have contained misrepre- 
sentations in such volume and degree as to indicate a need for increasing the 
protection presently enjoyed by investors. Unless and until that need is clearly 
demonstrated, the liabilities now attending exempted issuances should not be 
expanded. 

For the foregoing reasons— 


says Wendell B. Barnes, the SBA Administrator— 
Iam opposed to the enactment of sections 5 and 10 of S. 1178. 


Would you care to comment now on those criticisms ? 

Mr. Gapssy. May I ask Mr. Woodside to answer your question ? 

Senator Busu. Yes, please. 

Mr. Woopsipe. Well, Senator Bush, there is no question but what 
the proposed amendment to section 12 might very substantially in- 
crease the civil liabilities of people connected with an offer of secu- 
rities by a small business, and that is exactly what it was intended 
to do, and the Commission’ S view is that in a case where an offering 
circular by an issuer contains a misrepresentation or a mater ial omis- 
sion that the s statute should make it clear on its face that the investor 
can reach the issuer responsible for that and not only the issuer but 
the individuals behind the issuer who might have been the cause. 

We have had cases under the existing section 3(b) where the presi- 
dent of a company has falsified the books and records of the com- 
pany, as a result of which the financial statements included in the 
company’s offering circular are false and misleading, and the Com- 
mission believed in that situation the statute ought to make it clear 
that the buyer of those securities can reach the man responsible. 

Senator Busu. Most of the trouble in violations of law and order 
in connection with i issuing securities comes in these small deals, do they 
not, in the issuing business ? 
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Mr. Woopsipe. I hesitate to reach that general conclusion, Senator. 
We have had had at least two cases in the last 4 months of registered 
issues where the companies’ inventories have been misstated and the 
profit-and-loss statements that went to the public were false and 
misleading. I don’t know that sin is any more an attribute of little 
companies than big companies under some conditions. ; 

Senator Busu. But these provisions that you want to go into the 
law will apply to the smaller companies and the over-the-counter com- 
panies and all new issuers, is that right ? 

Mr. Woopsipe. It would apply to any company which makes use 
of the exemptory provisions of section 3(b) or 3(c). That would 
include the smal] business investment companies which register with 
us; it would also include the small and medium size issuers which use 
the section 3(b) exemption companies, but there are large companies 
which use the section 3(b) exemption also. And regardless of size 
it seems to us that the buyer of a security ought to be able to reach 
the person responsible for his loss if that loss is due to a false and 
misleading statement in the offering circular emanating from the 
issuer. 

Senator Busu. I am inclined to believe that. I am surprised to 
learn of Mr. Barnes attitude. He is supposed to be looking out for 
the interests of small business, and I think these provisions of the law 
appear to be headed in that direction. So I am glad to get your 
answer to that. 

I just have one more question. Mr. Chairman, did you want to ask 
something ? 

Senator WixxraMs. On this question, he does say that lawyers, engi- 
neers, accountants, and other experts will be exposed to personal 
hazard. I am not sure that I understand what Mr. Barnes means, 
but as a practical matter, how would a purchaser who has a cause of 
action bring everybody in the company, lawyers, engineers, and so 
a into court under the provisions you want to add to section 
3(b) ¢ 

Mr. Woopstpe. Well, the language of the proposed amendment does 
contain these words: that the purchaser may sue any person who made 
or caused to be made such untrue statements or omission therein. 

Now, it is conceivable that under a certain set of conditions an ex- 
pert of some sort or an accountant and perhaps a lawyer, I don’t 
know, might be held responsible as the person who caused the mis- 
statement or omission. I think it would be a most rare and unusual 
ont but it could happen. I suppose that is the answer: it could 

rappen. 

Senator Wixi1ams. But the burden would be on the purchaser to 
show that this individual made or caused to be made the untrue 
statement. 

Mr. Woopsipz. I should think so. 

Senator Busy. One more question. Does this bill impose harsher 
requirements on an exempted issue than on a registered issue, or does 
it bring them into line? 

Mr. Woopsipz. You mean with respect to civil liability provisions, 
or information ? 

Senator Busu. Or other liability, criminal liability, too. I mean, 
is this meant to bring the small issuer up to the same level of re- 
sponsibility as the registered issuer ? 
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Mr. Woopswwe. No, sir; not entirely, although the amendments are 
a step.that would tend to narrow the gap between the liabilities under 
registration and the liabilities for persons connected with an exempt 
offering under the present law. I think it is fair to say that as to 
the criminal provisions under the Securities Act the proposed amend- 
ments to section 24, which would make it a crime for anybody will- 
fully to file something false with the Commission in connection with 
an exempt offering equalizes the provisions as between the registered 
and the issues which are exempt by section 3(b) or 3(c). T think 
that there is a substantial difference between section 11 liabilities for 
registered issues and the amendments proposed as section 12(2) for 
the exempt issues. 

Generally the section 11 liabilities provisions are designed to make 
responsible for the information contained in a registration statement 
and omissions from it directors, officers, persons who signed the regis- 
tration statement, experts, underwriters, and the issuer is absolutely 
liable, but everyone else has a defense of a reasonable investigation. 

Senator Busy. Let me just ask this question ina general way. You 
do not conceive that this bill imposes any more harsh restrictions on 
these unregistered issuers than it does upon the so-called registered 
issuers ? 

Mr. Woopsiwe. More harsh ? 

Senator Busu. Yes. 

Mr. Woopsipr. No, sir; I don’t think so. 

Senator Busu. In other words, you are trying to bring the un- 
registered issuer into line with the restrictions and penalties that 
apply to the registered issuer; is that right ? 

Mr. Woopsipe. Not entirely, because 1f you put your liability pro- 
visions for registered and noregistered issues on precisely the same 
footing, you would destroy very substantially the exempt character 
of the securities sold under the exemption. There are really two 
things which distinguish an exempt security under section 3(b) 
from a registered security. One is the liability provisions of sec- 
tion 11 which run to individuals, and, secondly, more information 
is required as a general rule in a registration statement, and the 
prospectus is a better document than the offering circular under 
regulation A, and I think that to the extent that you eliminate those 
differences as to information and liabilities you destroy the exempt— 
it ceases to have any meaning. 

Senator Busu. Would it be fair to generalize in this way: You 
say to the fellow you are exempting from registration, ‘““You are be- 
ing exempted from registration, but you have to be just as good a 
boy as the others. You have to be just as honest and careful and 
make as full disclosure in connection with your issues as those from 
whom we require registration.” Is that what this is designed to do? 

Mr. Woopsine. It is designed to make it easier for the buyer to 
reach the seller of an exempt security if false statements are made 
in the selling thereof. 

Senator Bus. Which would have the effect of making the issuer 
a lot more careful ? 

Mr. Woopsipe. We would hope so. 

Senator Busn. That really is the basic purpose ? 

Mr. Woonstpr. Yes, sir. 
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Senator Busu. In general are the exchanges throughout the coun- 
try behaving pretty well these days, or not ? 

Mr. Woopsinr. I think that is a question for the director of the di- 
vision who is in charge of the enforcement. 

Senator Busu. I will withdraw the question. That is out of order 
if he is not on the witness stand. 

Mr. Loomis. No, I am here. 

Senator Busu. Mr. Loomis, yes. 

Mr. Loomis. I would say so. We always have continuing discus- 
sions and surveillance with them, and we go out and talk to them, 
and we occasionally have our differences of opinion, but I would say 
that they are endeavoring to do a good job and under some difficulties 
in view of the present market conditions. 

Senator Bus. Are you getting many complaints from the public 
about the behavior of the exchanges ? 

Mr. Loomis. There aren’t very many complaints about the behavior 
of the exchanges. There are complaints about securities and partic- 
ularly transactions with broker-dealers, but only occasionally do we 
get a complaint about the behavior of an exchange as such. 

Senator Busu. I think that is all, Mr. Chairman. 

Senator Wiuiams. I wonder whether Mr. Gadsby would like to 
comment following Mr. Loomis. I wonder if you feel the present law 
and regulations, if strengthened by the proposals you make, are ade- 
quate to prevent any serious break in the market. 

Mr. Gapssy. The laws are not designed, Senator, to govern the price 
at which securities are sold on an exchange. That is governed by the 
economic conditions, the many factors which are not pretended to be 
affected by the securities laws. I think it is fair to say that the in- 
genuity of a large number of brilliant persons has been exercised 
since 1929 to design statutes which would govern the issuance and 
sale of securities and that that best ingenuity has resulted only in the 
present securities laws. We have been unable to picture any statutes 
which would do what you imply, that is, prevent a fall in prices on 
the exchange. 

Senator cciines! And your job is not to evaluate the merits of a 
security ? 

Mr. Gapssy. Definitely not. 

Senator WiiuiamMs. So when you get complaints about securities, 
you probably say, “Go talk to the management of the company, not 
to the Commission” ? 

Mr. Gapspy. Congress, when it enacted the Securities Act, was 
faced with two choices: whether the Commission should be allowed 
to evaluate an issue and prevent its issuance if they didn’t believe it 
to be a sound security, or to compel the issuer to disclose all the facts 
and let the public make up its own mind. Congress chose the latter 

ath. 

' Some states, I might say, have “blue sky” laws which choose the 
former path. 

Senator Witu1aMs. There are no changes in existing law or regula- 
tion proposed here for the section 3(b) people that go to the nature 
of their reports; making it more burdensome for them to register 
under regulation A ? 

Mr. Woonsipr. Regulation A is the exemptive rule used most fre- 
quently, Senator. The last major revision in the exemptive rules in 
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regulation A was in 1956, following a very careful review of the oper- 
ational rules following the uranium boom in 1954 and 1955. There 
are no present proposals to make any substantial changes in those 
rules. We think they are working pretty well. 

I think I might add one thing to my testimony about section 3(b), 
gentlemen. When the Congress amended section 3(b) in 1945 to 
increase the limit from $100,000 to $300,000, the Commission felt that 
under the circumstances of the proposing and enacting of that change 
that they should probably increase the exemption to $300,000 for every- 
one across the board using the regulation. In discussions of the pres- 
ent proposal to increase the exemptive power from $300,000 to 
$500,000, I have been under the impression that the Commission has 
not considered that it would just across the board increase the rule from 
$300,000 to $500,000. In other words, the statute gives the Commis- 
sion considerable discretion as to how the exemptive rule should be 
devised, and I doubt very much whether it would be proposed to open 
up the exemptive rules to $500,000, say, for all promotional companies. 
There are standards which could be devised that would safeguard the 
increased amount from abuse and to aim the rule in the direction of the 
companies that it is designed to help. 

Senator Wiitu1aMs. Is the burden considerably less on those who are 
included within the exemption ? 

Mr. Woopsipe. Senator Williams asked a question which is asked 
and commented upon frequently at these hearings. I think the only 
fair way to answer it is that a company which has a simple story, clean 
business and a clean deal, can go through regulation A quicker and 
cheaper than under the registration process, but it is also true that a 
company can get just as fouled up under regulation A as it can 
under registration. It ismy experience that a company that will have 
trouble with regulation A will have trouble with registration unless 
everything is disclosed, because it is so complicated. 

Senator Wiitrams. You speak of possibly less expense under regu- 
lation A then under registration. Do you have comparative costs of 
registration and the procedure under regulation A ? 

Mr. Woopsipz. I have some figures which I don’t have right at my 
aera but I will be glad to submit them for you. (See p. 276.) 
We made a study of issues back during the uranium boom, and those 
figures tend to confirm a more comprehensive study which had been 
made both earlier and later than that. In your very promotional 
mining company your total cost. of flotation may run as high as 33 
percent of the proceeds received from the public. On your common 
stock issues of what I might call nonpromotional companies, they can 
sometimes get down as low as 4 or 5 percent, 5 to 10 percent, some- 
where in there. 

_ I think it is fair to say that for $100 of money raised from the pub- 
lic, what you might call the overhead on registration runs your cost per 
hundred dollars something more than comparable figures in regula- 
tion A, mostly because of the less stringent information requirements. 

Senator Wintit1ams. Then raising the exemption amount from $300,- 
000 to $500,000 would open up an opportunity to more companies, 


probably smaller companies, to avail themselves of the simpler pro- 
cedure ? 
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Mr. Woopsipe. I think that is right. 

Senator WILLIAMS. One question that came to my mind as I listened 
to your testimony, Mr. Woodside, was in connection with the possi- 
bility of an injunction on the basis of past violations. That is new 
power that you are seeking, is it not ? 

Mr. Woopsipr. That is right. 

Senator Witi1ams. Let me say it is my dim recollection that in 
criminal law there can be no suggestion that there is a habit in crime. 
You cannot look back, you can only look at the facts of the case 
before the court. A suggestion that the same thing was done last 
year is, of course, objectionable. 

What you are suggesting is that in this area of activity there is a 
habit and you should be able to enjoin a man before he has acted in 
a way that suggests a new violation. Is that not what you are 
seeking ? , 

Mr. Gavssy. If I may make a suggestion, Senator, in the first 
place, the judge in a criminal case is allowed to consider the man’s 
past record in passing sentence upon him. 

Senator Winu1aMs. In sentencing, yes. 

Mr. Gapspy. In the second place, in the very nature of these trans- 
actions, it is completely impossible for us to enjoin before the act is 
committed. We have no way of knowing that an issuer is going to 
sell a fraudulent issue of securities. We can only know it ‘after he 
has sold it, or after the broker-dealer has made false representations 
to his customer. 

Senator Wiiu1ams. These sales, though, do not happen like that. 
It isa program of activity. 

Mr. Gapspy. They can stop instantly, Senator. And the minute 
they hear we are on their trail, of course, the activity is immediately 
stopped. But we have no way to make certain that the violator will 
not resume the next day after we get through our investigation, except 
to enjoin him and put him under a continual restraint by the injunc- 
tive process. 

I might say that most courts do recognize this difficulty that we 
have and do grant us injunctions at the ‘present time on the basis of 
past violations. 

Senator Wiii1ams. I was going to ask whether that was an aca- 
demic question or whether you have had experience. 

Mr. Gapspy. We have had judges who refused to do it on the tech- 
nical grounds that you refer to, and it is those courts that we want 
to reach and make sure that they understand that Congress intended 
that the past violations would be a basis for an injunction. 

Senator Witi1ams. I meant when I asked whether it was an aca- 
demic matter or whether you have had experience that would lead you 
to ask for this. 

Mr. Gapspy. Oh, yes. 

Senator Witi1amMs. You have had cases that you know would have 
produced less harm to the investing public if you could have enjoined? 

Mr. Gapspy. I think so, yes. 

Senator Witi1aMs. Specific cases that you recall? 

Mr. Gapssy. Perhaps Mr. Loomis can answer that question better 
than I can. 

Mr. Loomis. Yes; we have had cases of this kind. The ones that 
occur to mind are cases where we went after a broker-dealer who was 
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the type of business that is colloquially referred to as “running a 
boiler room,” and the injunction was denied because of the fact that 
the violation had ceased by the time we got to court, and that there- 
after the “boiler room” continued its way and we had to endeavor to 
develop a new case against it. Maybe it operated for several months 
longer than it otherwise would have, to the detriment of the public. 
Senator WituiAMs. A “boiler room,” what is that ? 

Mr. Loomis. I am sorry. The term has been so much used, I 
' thought—it is a broker-dealer firm that sells securities by long-dis- 
tance telephone, making fraudulent representations in order to get 
rid of them. 

Senator Wiiu1ams. The injunctive power and the attendant pub- 
licity is a very effective weapon, is it not, to use in stopping the abuses 
in the market ? 

Mr. Loomis. Yes, sir; it is. 

Senator Wiiuiams. If you made a mistake and enjoined a man 
and later found out that he was not going to commit a violation, it 
would be a very serious thing to him ? 

Mr. Loomis. Yes. Of course, we wouldn’t get an injunction un- 
less the court was satisfied that we had made a case. We have the 
burden of proof, and we have to satisfy the judge, and even under 
this amendment the court could deny an injunction even if it found 
a violation, if in the exercise of the judge’s equitable discretion he 
concluded that he didn’t want to enjoin them. It wouldn’t interfere 
with the equitable discretion of the court. Of course, the whole pur- 
pose of an injunction is to restrain somebody. That is all it does, and 
our feeling is that when we make a case where we show the violation 
and the court is satisfied, in the exercise of his discretion, that there 
should be an injunction, we should receive the injunction irrespec- 
tive of the technical fact that the man stopped violating before we 
got there. 

; Senator Witi1ams. But you talk about the possibility of a future 
violation, not the fact of a present violation. 

> Mr. Loomis. Well, certainly that is a fact. We have to show in 

f general that there has been a violation, and the court will not, I think, 
grant an injunction if it—— 

3 Senator Wiiu1AMs. But that can be for another issue. You are 
talking about a man who might be thinking of a subsequent issue. 

: Is that not the point here? 

t Mr. Loomis. Yes, sir. But I think the court has to be satisfied 

1 and would still have to be satisfied under the proposed amendment 
that an injunction should issue under established principles of equity : 

‘ that is, it is a just result and the court wouldn’t do that, I suppose, 

1 if it felt there was no likelihood that the man would violate again 

and if it thought the injunction would injure them. The court would 

= feel it was inequitable to issue an injunction, and that would be 

that. 
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? What we want to accomplish is a situation where the court would 
have jurisdiction under the statute to grant the injunction if in the 
discretion of the judge, under established principles of equity, the 

r court felt that an injunction should issue in order to restrain violations 
which the court would believe this man might otherwise commit. 

t Senator Witu1ams. And this injunction runs against a broker, a 


s dealer ? 
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Mr. Loomis. We can, under the present law, seek an injunction 
against anybody, whether it be a broker, a dealer, an issuer, or a pri- 
vate citizen who is violating the securities laws. 

Senator Wititams. I do not like to labor this too long, but I think it 
is one of the fundamental problems that will get a lot of discussion 
later unless we can have it rather clearly expressed on the record 
now as to just what this provision means. I would like you to give 
me a hypothetical example that will make clear just what you are 
seeking with this suggested amendment. 

Take a dealer, take a broker, or take an underwriter and explain the 
situation that would lead you to seek an injunction against a future 
violation. 

Mr. Loomis. Well, suppose we find that a particular broker-dealer 
has commenced to sell, say, 100,000 shares of stock and he is grossly 
misrepresenting that stock. He is saying, for example, that the com- 
pany is making : a million dollars a year, when actually the company is 
operating at a loss. 

Senator WixtuiAMs. That isa present violation. 

Mr. Loomis. That is a present violation. We find this in the course 
of an investigation. We commence investigating to check, for ex- 
ample, to find out about this company and is it actually making money 
and to find out, by talking to customers, what the broker-dealer has 
represented to them. 

The broker-dealer gets wind of the fact that we are doing this, and 
he immediately stops these representations because he knows that other- 
wise we will be on his trail immediately. 

We want to be able, when we have the evidence assembled, to go to 
the court and ask for an injunction to prohibit him from misrepre- 
senting this security in selling the rest of the issue that he has on hand, 
and this notwithstanding the fact that just before we got into court he 
stopped doing this. We » wouldn't get the injunction, even as we pro- 
pose the law be amended, if the court wasn’t satisfied that perhaps the 
public interest requires injunction in order to make sure that this kind 
of fraud won’t happen again, but we wouldn’t lose the case upon the 
ground that he had stopped doing it just before we got to court, and 
therefore the court has no jurisdiction to grant an injunction. 

Senator Wiiu1AMs. Even though the court might not be able to grant 
an injunction for the situation described, you have ample civil and 
criminal authority to take them to court on a criminal complaint? 

Mr. Loomis. Well, we could refer the matter to the Department of 
Justice for criminal prosecution, and they could seek an  indictamill 
and trial, but that takes a lot of time and the public might have suf- 
fered considerably. It takes a year, perhaps, to get a criminal case to 
trial. The public might suffer considerably during that year. 

Senator Wru1aMs. All right. In this case you describe you are 
seeking to enjoin the commencement again of the sale of an issue that 
the man had misrepresented ? 

Mr. Loomis. No. In the hypothetical case I described I think we 
would be just seeking to enjoin him from misrepresenting it in the 
future. 

Senator WiiiiaMs. I see. 

Mr. Loomis. He could sell it if he sold it honestly on the hypo- 
thetical case I have taken up. 
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Senator WiuraMs. I see; the issue you were talking about he had 
misrepresented. Would this power go to another issue? Supposing 
you had a man who had violated the law on the sale of an issue of 
stock. Next month he is going out to sell a different issue for a 
different company. Could you enjoin that? 

Mr. Loomis. Well, if we had obtained an injunction prohibiting 
him from misrepresenting securities that he had sold, then if he 
commenced selling a new issue of securities and misrepresented them, 
too, he would be in violation of the injunction and subject to the 
contempt power. He would not, however, be prevented, by the exist- 
ence of the injunction, from selling another issue of securities unless 
he misrepresented it. 

Senator Wiuuiams. I will ask in another way. Assume a man has 
been found to be a violator and you have not enjoined him, but you 
have penalized him in some way or another last year. This year he 
is out to sell another issue of stock, and you are frankly worried about 
him because he has not been active since then, and you figure he will 
probably do with a new issue what he did with the old. Could you 
enjoin that? Would you seek an injunction in a case like that, or 
could you, under this suggestion ? 

Mr. Loomis. Let me make sure I understand your question. We 
found a year ago that he violated, but we didn’t do anything about 
it for some reason; we didn’t go to court, anyhow. 

Senator WituiaMs. Either way, either you went to court but he is 
not under an injunction, whether he was taken to court or not. 

Mr. Loomis. Either we went to court and lost or did not. 

Senator Witu1amMs. Or you went to court and won, but he is back 
in business. 

Mr. Loomis. Well, an injunction of this type doesn’t put him out 
of business; it just restrains a particular type of conduct, whichever 
is charged in the complaint, fraud, or selling securities without reg- 
istration, whatever he is found guilty of. Now, if we had got an 
injunction against a particular type of conduct and he repeated it 
again, he would be in contempt. 

Senator WituiaMs. Yes. 

Mr. Loomis. If we had not got an injunction and he repeated that 
particular type of conduct, we could, like possibly we would, go back 
to court to try and stop him from doing it again on the basis of the 
facts of his second act of misconduct. 

Senator Witi1ams. There are not any words of recidivism here. 
You don’t have any suggestion that he 1s a repeated violator or has 
violated so frequently that you just cannot trust him without putting 
him under an injunction. The words do not suggest anything but a 
violator on prior occasions. One example could be one case of vio- 
lation, could it not? 

Mr. Loomis. Yes, that is so; but, as I tried to point out, the like- 
lihood of future violations is inherent in the situation, because the 
judge in a court of equity, I don’t think, would grant an injunction 
if he thought there was no likelihood of future violations, and an 
injunction merely prohibits that conduct which is in any event un- 
lawful so that it is not too grave a thing to tell a person, with the 
backing of a court order, that he shall not in the future violate the law. 
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Senator Witiiams. Of course, we all ought to be enjoined, I sup- 
pose, against bad conduct. It is a new situation that 

Mr. Loomis. Well, we have had this injunctive remedy for years 
in the statute and have used it very often. 

Senator Wittiams. When a man is doing something unlawful? 

Mr. Loomis. That is right, or when he has been. The courts very 
often find the fact that he has been, sufficient evidence to indicate that 
he will again, and under that theory under present law, enjoin him. 

Senator WinuraMs. I think if you could make our job easier and 
give us the citations of the cases that support that history, it would be 
useful. 

Mr. Loomis. Allright,sir. (See p. 247.) 

Senator Wituiams. Mr. Loomis, is it true that the Investment Com- 
pany Act and the Investment Advisers Act used the words you sug- 
gest ¢ 

Mr. Loomis. I think it is. 

Senator WiitiaMs. So in giving us your experience you can prob- 
ably draw on the experience under those acts. 

Mr. Loomis, your testimony as to the 20-to-1 ratio—is that the way 
toexpress it ¢ 

Mr. Loomis. Yes, sir, that is the way it is usually described. 

Senator Wiiuiams. As I understand it now, a ratio of 20 to 1 rep- 
resents the aggregate indebtedness to the net capital. Is that right? 

Mr. Loomis. Yes, under existing section 8(b) of the act, the ratio 
couldn't be higher than 20 to 1; it could not be made 40 to 1 or some- 
thing like that. 

Senator Witurams. Do you have the power to fix the ratio and make 
it more strict, or reduce the ratio ? 

Mr. Loomis. Under section 8(b) the Commission could, although 
it never had, reduce the ratio there specified. 

Senator Wituiams. Is your Commission restricted at present in 
this connection ? 

Mr. Loomis. Well, section 15(c)(3) of the act, under which our 
existing rules are framed, doesn’t refer to any ratio. The Commis- 
sion, however, incorporated the 20-to-1 ratio in the rules that it 
adopted under section 15(c) (3) at the very beginning when they first 
adopted them and continually since. And the general object of this 
phage if I could describe it so, is simply to transfer existing sec- 

tion 15(c) (3) of the act to section 8(b), thus making it applic: able to 
exchange members and exchange markets. 

As that proposal was originally framed, it would have just. taken 
the language of section 15(c) (3) as it stands over into section 8(b), 
revealing section 8(b) so that there would have been nothing said 
about the ratio. That is the way it was set up in the bill that was 
introduced by Senator Robertson. 

We have now suggested, as indicated in my statement, that we put 
the 20-to-1 ratio back into the law in response to a strong feeling that 
there should be some standard in the statute and that the existing con- 
gressional standard should not be completely deleted. 

Senator Witi1ams. I am sure it is clear probably to everybody but 
me what a mean when you talk about “when issued” or “when dis- 
tributed” trading. I would like a little clarification of that in the 
provisions that you suggest. 
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Mr. Loomis. Well, “when issued” trading is trading in a security 

that hasn’t been issued yet. For example, recently the American 
Telephone & Telegraph Co. announced that they were splitting 
their stock, I think it was 3 for 1. A good many people commenced 
trading in that new stock ie it was issued, their contracts being 
subject to the condition that the stock eventu: ully be issued, and when 
it was issued it would have to be delivered, and in the meantime 
they bought and sold it and paid for it and collected for it, all this 
by conditional contracts. That is “when issued” tre ding. 
"“When distributed” trading is similar. That is a company an- 
nounces that it is going to distribute a large block of securities at 
some future date, and people commence trading in those securities on 
conditional contracts, conditional on it being distributed. 

Under the existing law as to “when issued” and “when distributed” 
trading on exchanges, the Commission is given rulemaking power 
over the subject, and it has adopted rules, ‘fairly “or ated rules, 
which in effect fix the time at which “when issued” trading can 
commence, the idea being that if the whole terms and conditions are 
wholly uncertain and nobody knows when the security is coming 
out or what it is going to be like when it comes out, why, “when is- 
sued trading gets people into trouble, and so the rules specify, for 
example, that the issue of a new security has to be authorized by the 
corporation and the terms of it have to be generally known. 

There is no such rule in the over-the-counter markets, and it is 
wssible for people to commence “when issued” trading a long time 
fore the security actually issues and before its actual terms and con- 
ditions are established. That particularly arose in connection with 
proposed reorganizations where a plan of reorganization would be 
filed which contempI: ated that various new securities would be issued, 
and people would commence trading before that plan had been - 
proved and while it was still subject to amendment and while i 
wasn't even sure that the court would ever permit new securities to 
be issued. 

In that type of case you can get in a good deal of trouble in the 
market, and we felt that the over-the-counter market should be put 
on the same footing as the exchange market as far as the Commis- 
sion’s power to regulate the subject. 

Senator Wituiams. Then you are now seeking jurisdiction of the 
over the counter ? 

Mr. Loomis. In respect of “when issued” trading just as we have 
for the exchange market. 

Senator Witu1ams. Within the confines of the requirement. that 
they have some connection with interstate commerce 

Mr. Loomis. Yes, sir; surely. 

Senator WILLIAMS. W hat Saale them subject to your jurisdiction 
in that connection? Using the telephone ! 

Mr. Loomis. As you say, the use of any facility of interstate com- 
merce, which I am sure would include the long-distance telephone, 
at least, or the use of the mails. 

Senator Wiit1aMs. In connection with the request for successive 


10-day periods for continuance of consideration of revocation, what 
is that? 
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Mr. Loomis. Well, under the present law the Commission can sum- 
marily suspend trading in a security on the exchange for a period of 
10 days. That means that it cannot be traded there. We believe that 
the Commission is authorized at the end of that 10 days to suspend 
again if the conditions require it, after it takes a second look, but we 
want to codify that expressly into the statute so it is clear that if the 
conditions requiring suspension continue to exist at the end of the 
original 10-day period, the Commission can again suspend trading. 

Senator WiiuiaMs. There is no terminal period on these 10-day ex- 
tensions ¢ 

Mr. Loomis. No, sir; we don’t know how long the conditions in a 
particular case might persist. 

Senator WituiAMs. You do not have the power of prohibition, then 
it is just suspension ¢ 

Mr. Loomis. That is right, it suspends trading so that you cannot 
trade in the security on the exchange while that order is in effect. 

Senator Witu1amMs. Would it not be simpler to just prohibit instead 
of suspending this trade ¢ 

Mr. Loomis. The terms are somewhat the same. The effect is that 
it prohibits trading while the suspension is in effect. I think the 
term “suspension” is used instead of “prohibit” to indicate the thing 
is temporary, it isn’t gone for good. 

Senator WittraMs. At any rate, the reason for tle suspension would 
be known, and the cure should be manifest to, in this case, the ex- 
change ? 

Mr. Loomis. That is right. LEXverybody knows why such orders are 
issued, but the cure sometimes takes a little time. 

Senator WixuiaMs. I wonder if you could explain the activity or the 
operation of the National Association of Security Dealers which gives 
rise to your request for new authority, new jurisdiction there. 

Mr. Loomis. Well, I don’t know in how much detail you want me to 
go as to the general structure and operation of that association, which 
is quite an elaborate thing. 

Senator Witi1aMs. No, just in terms of what you want to have 
jurisdiction of. 

Mr. Loomis. Well, what we want in here, the association has as its 
members over-the-counter dealers, substantially all of them. The 
association was established pursuant to the so-called Maloney Act, 
section 15A of the Securities Exchange Act as a medium of self- 
regulation in the industry to insure adherence to just and equitable 
principles of trade by its members. To that end probably its most im- 
portant activity is its supervision and discipline of its members for 
the protection of the investing public. 

It has provided a class of people in addition to the securities firms 
who are members, the business entities, whether they be partnerships, 
corporations or individuals, a class of persons known as registered 
representatives who are required to be registered with the association, 
and it exercises disciplinary power over them and can revoke their 
registration, which means they cannot work for a member any more. 

One of our proposals would extend the Commission’s existing au- 
thority to review disciplinary action, sort of like a court of appeals, 
upon petition of a member of the association, which is now provided 
by law, to an appeal by registered representative, so that he also would 
have the right to appeal, 
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Senator Wiiu1aMs. Let me get that straight. You presently have 
authority to review disciplinary action within the association ? 

Mr. Loomis. On our own motion or upon the individual’s petition 
we want to add to that in regard to disciplinary proceedings against a 
representative that he also would have the 1 ight to appeal to the 
Commission. 

Senator WituiaMs. I see. What has been your experience? Do 
you have any appeals taken to you ? 

Mr. Loomis. Quite a number of appeals are taken by members. I 
don’t know how many per year, but there are always several pending. 

Senator Witit1ams. And this association functions primarily in the 
over-the-counter market ? 

Mr. Loomis. Yes, it is exclusively. I mean, exchange members 
belong, but its function and dealing is in the over-the-counter market. 

Senator Wituiams. The exchanges, I am sure, have their own rules 
for discipline of their own members. 

Mr. Loomis. They do. They do. 

Senator Witt1aMs. Do they have an appeal to you, too? 

Mr. Loomis. I believe not, sir. I don’t recall any such provision. 

Senator WILLIAMS. Getting back, taking a look at your proposals 
with respect to borrowing and lending of securities in general terms, 
you are seeking broad authority without specific rules, specific legisla- 
tion as to the facts of borrowing and lending, is that not right? 

Mr. Loomis That is right, we are seeking fairly broad authority 
inthis area. 

Senator Witt1ams. What is the present situation? Is there legis- 
lation that prevents the lending of a customer’s security without his 
consent ¢ 

Mr. Loomis. Yes; that is all, and we feel that that is too narrow. 

Senator WitttaMs. That is legislation and not rule ? 

Mr. Loomis. That is legislation. 

Senator Witt1ams. How would you describe the new power that 
you seek for rulemaking in this connection ? 

Mr. Loomis. Excuse me till I get the language of it. Well, the new 
legislation would give the Commission authority to adopt such rules 
as it finds necessary or appropriate in the public interest or for the 
protection of investors. ‘That, if I may say so, is the usual standard 
imposed where rulemaking power is granted to the Commission in this 
act. In regard to the conduct of borrowing, lending, or holding secu- 
rities carried for the account of customers, the basic purpose specified 
in the amendment being to provide safeguards with respect to secu- 
rities carried for the account of customers. 

As indicated in the statement, one of the things the Commission 
could do under that would be to provide a rule similar to the rules of 
the exchanges for their members, requiring broker-dealers to hold 
customers fully paid for securities in segregated safekeeping, so to 
speak, and prohibiting a broker-dealer from delivering his customer’s 
securities to satisfy his own obligations, which can happen in the over- 
the-counter market now, although the exchange rules prohibit it. 

Also these securities could be required to be segregated in a par- 
ticular way so that if the broker-dealer went into bankruptcy the cus- 
tomers could identify and reclaim them. And rules could deal with 
the nr of broker-dealers lending customers’ securities to other 
people. 
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Senator Wizz1aMs. Of course, this would apply not only to over-the- 
counter people but to everybody ? 

Mr. Loomis. The statutory language would so apply. The Com- 
mission, however, could easily, if it saw fit, exempt an exchange, if it 
thought the exchange had adequate rules in the area. We do that in 
certain other fields. 

Senator Wituiams. Have you reached any conclusion as to the ade- 
quacy of the rules, for example, of the New York Stock Exchange? 

Mr. Loomis. I haven't studied them all from the viewpoint of all 
the aspects of this. I think their rule concerning customers’ fully paid 
securities, for example, which Senator Bush referred to, is adequate, 

Senator Wimuiams. What are their rules on securities still held by 
the dealer that have been purchased on margin? Can they use those, 
or do they have to hold those? 

Mr. Loomis. They have rules on those which in effect provide that, 
as I recall, they can be hypothecated, put up as collateral to the extent 
of the money which the broker has borrowed to carry the customer's 
indebtedness on the security but not beyond that point. [ think in 
general that is the way it works. 

Senator Wu.riams. We were just dealing with section 7, is that 
right ? 

Mr. Loomis. Yes, sir. 

Senator Wiitiams. I wonder if you would compare your present 
proposal with the 1941 proposals that were made by the Commission! 

Mr. Loomis. I will be happy to. 

I don’t have the 1941 proposal with me; I am sorry. 

Senator WittraMs. I wonder, could you submit the comparison to 
usatalatertime? (See p. 337.) 

Mr. Loomis. Yes. 

Senator Wittiams. Where in your proposal is the provision re- 
garding the withdrawal of application for registration ? 

Mr. Loomis. That is in section 13. It is near the end of section 13 
of the comparative print. 

Senator Wituiams. Would you describe again just what you are 
seeking there, Mr. Loomis ? 

Mr. Loomis. Going back to the situation that is involved, a broker- 
dealer files with us an application for registration. What this would 
do would be to provide that if we have commenced a proceeding to 
deny registration to that applicant upon the ground that the conditions 
of the statute are there, he has willfully violated, subject to an injune- 
tion, something of the kind, he could not then withdraw the applica- 
tion without the consent of the Commission. 

The purpose of that is to enable the proceeding to go forward and 
to reach a decision one way or another without the broker-dealer, the 
applicant, having the right, so to speak, to terminate the Commission’s 
proceeding irrespective of the public interest that the Commission 
might have in establishing the facts in the hearing. 

The Commission, I may say, considers that this is implicit in the 
present laws, as I understand it, but it isn’t explicit and clear. The 
Commission, however, does follow this policy. 

Senator Witiiams. If there is a withdrawal of the application, I 
cannot see how the public can possibly be hurt. 

Mr. Loomis. Maybe not by that particular application, but under 
section 15 of the Exchange Act there is a disqualification if the broker- 
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dealer or any person controlling or controlled by or officer and direc- 
tors of a broker-dealer have been found to willfully violate. That is, 
suppose your applicant is a corporation owned by two people and we 
find that those two people willfully violated the law and we would 
proceed to deny their application. The fact that they withdraw the 
application and dissolve the corporation doesn’t solve the problem ; 
they could just organize another corporation, file another application. 

We wanted to establish the facts while we have got the case going. 

Senator Winuiams. You want to have the power to enjoin them, so 
you get these fellows coming and going. 

Mr. Loomis. We want to be able to enforce the law as best we can. 

Senator Witx1ams. You have had numerous conferences, I under- 
stand from the earlier testimony of Mr. Gadsby. Has this been 
discussed in those conferences, if you consider that a fair question ? 

Mr. Loomis. Yes; this provision was discussed. I wouldn’t say it 
was unanimously endorsed, but it was discussed. And also I wouldn’t 
say there was too much objection, either, but there were some of the 
same type of questions which you have raised with regard to it. 

Senator Wiis. Is it a provision that you feel very strongly 
about ? 

Mr. Loomis. I feel quite strongly about it, because there is such a 
waste of time and effort and frustration of our enforcement efforts 
if this practice is permitted, and we have enough to do as it is, and I 
don’t see any injustice to someone in requiring him to try his case 
after it has been commenced. 

Senator Wituiams. And the authority you seek is to prohibit a 
withdrawal of an application even though you have not started a 
denial proceeding ? 

Mr. Loomis. Oh, no, this provision becomes applicable only if the 
application to withdraw is received by the Commission after it has 
commenced to proceed to deny. 

Senator WitiiaMs. I see. 

Mr. Loomis. He can withdraw as of right before the proceeding; 
it requires the Commission’s consent afterward. 

Senator WiriuiaMs. I see. 

We would like to deal briefly with the new provisions with respect 
to the $100-a-day fine for each day that any report required has not 
been filed. Is that correct ? 

Mr. Loomrts. Yes, sir. 

Senator Witi1aMs. Does this deal with any document that is re- 
quired to be filed ? 

Mr. Loomis. Yes; it would cover any report or other document 
required to be filed. 

Senator WixuiaMs. Is there anything in your proposal that would 
require the running of the fine to commence after notice that you 
found a report has not been filed ? 

Mr. Loomis. No; it doesn’t so specify. No requirement for advance 
notice. 

Senator WittraMs. If someone 7 years ago or so failed to file some- 
thing, with or without evil intent, the whole period would be covered 
then, would it not ? 

Mr. Loomis. That would be so, except that the Commission has 
discretion whether or not to commence the action, as I understand 
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it, under the proposal. It might not do it in such a case, I don’t know. 

Senator Witiiams. There are no words suggesting willfulness or 
any other words suggesting wrongdoing in the mind of the offender? 

Mr. Loomis. No; it doesn’t require willfulness or criminal intent. 

Senator Wituiams. The reports are many and varied, are they not? 
Even for the section 3(b) cases there is a comprehensive filing of many 
reports, that we are talking about, is there not ? 

Mr. Loomis. Well, the section 3(b) reports are not filed under the 
Securities Exchange Act, so I don’t believe they would be subject to 
this. They are under the Securities Act, while this is the Securities 
Exchange Act. 

Senator Winiiams. This only deals with the Securities Exchange 
Act. 

Mr. Loomis. Yes. 

Senator WititAms. But all reports required under that act. 

Mr. Loomis. To all of the reports that are required under that act; 
yes. 

Senator Witiiams. Could you compare your proposal with the 
present provisions for filing where the penalty does attach for failure 
to report ¢ 

Mr. Loomis. Well, there are several sanctions. First, there is a 
provision for a $100-a-day forfeiture in the statute now as to certain 
kinds of reports, those which are filed under, I think it is, section 15(d) 
of the Securities Exchange Act by certain corporations. Aside from 
that, the only sanction for failing to file reports is to seek a mandatory 
injunction requiring that they be filed, or to prosecute criminally for 
failure to file them. I don’t know that we have prosecuted any; I 
doubt it. It is not the kind of case that seems to appeal to juries very 
often. So the injunction is the main remedy. 

Senator WitirAMs. I gather that. 

Mr. Ganspy. Mr. Chairman, if I may adda word at this point ? 

Senator WituiaMs. Yes, sir. 

Mr. Gapssy. We considered the question of making this applicable 
only after notice, but we struck an insuperable obstacle, in that the 
person himself, or the corporation itself, is the only person who knows 
that they are violating the law. We have no way of knowing that 
their report is due. For example, the report of an officer or a director 
of the purchase or sale of securities which must be filed under sec- 
tion 16 of the Securities Exchange Act—we have no way whatever of 
knowing that that transaction has taken place if he doesn’t file his 
report. Consequently, we could not give him notice of his failure to 
file. If he just failed completely, forever, to give that notice, we 
would have no way of ever enforcing the law. 

Senator Wiraaams. Iam not sure I understand that. You have gen- 
eral rules for reporting transactions; is that it? 

Mr. Gapspy. Yes, sir. The statute requires the report to be filed. 
For example, an officer of a corporation sells a thousand shares of his 
personal stock in that corporation. He is required to file within 30 
days—during the following month he is required to file a report of 
that tr ansaction with the Securities and Exchange Commission. Now, 
that is in order to provide for enforcement of the rules regarding trans- 
actions by insiders which are contained in the law. Tf he fails to 
file that report for 6 months, we could not give him notice which would 
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cause this statute to run, because we don’t know it. We have no way 
of telling. 

Senator Witirams. I see. There are other reports that are filed 
as a matter of course that you expect and know when they are missing ? 

Mr. Gapssy. We know when they are missing. On the other hand, 
there are many reports which are due because of some action of the 
person who is required to file it. For example, a change in the cor- 
porate affairs is required to be reported to us, a substantial change 
on the so-called form 8-K. We have no way of telling that that 
report is due, because we don’t know of these transactions. Conse- 
quently we could not give notice to the people which would start the 
statute running. 

Senator WitirAMs. The reason there is some concern in my mind 
is that it is a very steep penalty. There is nothing like it in the law. 

Mr. Gapspy. It is purposely made so. All corporations know per- 
fectly well that these reports are due and they should be filed when 
they are due. Of course, the Commission put in there especially, par- 
ticularly, that the action could be brought at the Commission’s dis- 
cretion, in order that we may have latitude to excuse a man for 
failure to mail a letter on a given day, forgetting about it for over 
the weekend, or something of that sort. We have no intention of 
making any penalty for that sort of thing. 

yn the other hand, we have had, as you know, very serious derelic- 
tions in this respect, and the proceedings for mandatory injunction are 
very cumbersome and likely to be litigated over long periods of 
time. 

Senator Winuiams. Mandatory injunction in this field would be 
to require the filing? 

Mr. Gapssy. To1 require the filing of the report. 

Senator Wimu1AMs. Through newspapers and otherwise you found 
out they have not been filed ? 

Mr. Gapspy. Yes, sir. 

Senator Wiiuiams. The question is, Is there any reason why you 
could not amend section 8(b) of the act to cover member dealers as 
well as member brokers and to cover all kinds of indebtedness, instead 
of just indebtedness arising in the brokerage business? 

Mr. Loomis. That might be done. You could amend section 8(b) 
to spell out in more detail, or to cure some of its defects, but since the 
language of section 15(c) (3) has worked well and is already in the 
statute and is applicable to the over-the-counter broker- dealers, it 
seemed to us preferable to move that to section 8 and make it ap- 
plicable to the exchange group, rather than to have two separate pieces 
of legislation on the same topic—one applicable as section 15(c) now 
is to the over-the-counter market and the other applicable to the ex- 
change members. That is particularly true in view of the fact that 
many exchange members do business over the counter, too. 

Senator Wiiiiams. I think this concludes our questions on this sec- 
tion of your proposals. Thank you. I thank you, as Senator Bush 
did, for this very helpful testimony in support of your proposals on 
behalf of the Commission. 

We will be recessed until 10 o’clock tomorrow morning in this room. 

(Whereupon, at 12:33 p.m., the committee was recessed, to re- 
convene at 10 a.m., Tuesday, June 16, 1959.) 
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TUESDAY, JUNE 16, 1959 


U.S. SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:07 a.m., Senator Harrison A. Williams 
(chairman of the subcommittee) presiding. 

Present : Senators Williams, Javits, Capehart, and Bush. 

Senator Wittiams. The committee hearings will resume in connec- 
tion with the bills suggested by the Securities and Exchange Commis- 
sion. We are considering S. 1178 and S. 1179 this morning, and our 
witnesses are Mr. Edward C. Gray of the New York Stock Exchange; 
Mr. Edward T. McCormick of the American Stock Exchange, and the 
third witness will be the representative of the National Association of 
Securities Dealers, Mr. Alexander Yearley. 

First, Mr. Gray. Good morning. We are glad to have you here, Mr. 
Gray. [lappy to have you proceed in any way you choose. 


STATEMENTS OF EDWARD C. GRAY, EXECUTIVE VICE PRESIDENT; 
EDWIN D. ETHERINGTON, VICE PRESIDENT; AND SAMUEL L. 
ROSENBERRY, COUNSEL, NEW YORK STOCK EXCHANGE 


Mr. Gray. Thank you, Mr. Chairman. 

My name is Edward C. Gray. I live in Westfield, N.J. I am the 
executive vice president of the New York Stock Exchange. I am 
accompanied today by Edwin D. Etherington, a vice president of the 
exchange, and by Samuel L., Rosenberry of Milbank, Tweed, Hope & 
Hadley, counsel to the exchange. 

Since Keith Funston, president of the exchange, has been abroad on 
business—returning only yesterday—he asked me to prepare and pre- 
sent this statement on behalf of the New York Stock Exchange. He 
also asked me to express his regret that he is unable to appear. 

1 appreciate your affording us an opportunity to present our posi- 
tion on the amendments of the Securities Act of 1933 and the Secu- 
rities Exchange Act of 1934 proposed in 8.1178 and S. 1179. I planto 
direct my remarks this morning to a number of amendments of the 
1934 act, proposed in 8S. 1179, which are of particular concern to the 
exchange. We have also prepared a statement giving our position on 
certain other provisions of the two bills, and I would like to offer that 
statement for the record. 

Senator Wittiams. We will receive that and put it in the record at 
the conclusion of your oral statement. 
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Mr. Gray. While these bills contain many technical amendments 
and minor clarifications of the two statutes, a number of fundamental 
changes in the securities laws are proposed. We have pre out in 
our written statement that some of these proposals are favored by the 
exchange because they would extend to all registered brokers and 
dealers provisions which now apply only to members of national 
securities exchanges and those transacting business through such 
members. Other ‘proposals trouble us insofar as they would delegate 
to the Securities and Exchange Commission unnecessarily broad leg- 
islative authority which we think Congress may well want to reserve 
to itself. 

Extensive authority must be given to any agency charged with the 
administration of broad regulatory statutes. Nonetheless, it is im- 
portant in drafting or amending a statute to retain the basic con- 
stitutional concept of government by law, as opposed to government 
by men. While regulatory statutes may lose their usefulness if they 
are overly rigid, we think Congress should not be asked to abandon 
reasonably precise statutory standards in favor of broad powers 
inviting government by men. 

The Securities and ‘Exchange Commission has now had nearly 25 

years of experience in administering the securities laws. Whenever 
the Commission can demonstrate the need for new authority to erad- 
icate an evil or to cure a defect in the statute, the exchange will sup- 
port any constructive and reasonable legislation it may propose. We 
have done so in the past. We believe, however, that in each instance 
the burden is clearly on the Commission to document the scope of 
the particular problem, and then to propose an extension of its regu- 
latory and rulemaking power which is restricted to the problem area. 
In several of these proposals, we do not think this burden has been 
sustained. 

A ease in point is the proposed amendment to section 8(d) of the 
Securities Exchange Act of 1934. The statute now makes it unlaw- 
ful for a member of a national securities exchange, or a person trans- 
acting business through a member, to lend or arrange for the lending 
of a customer's securities without the written consent of the customer. 
This is a precise statutory requirement clearly in the public interest. 
The Commission proposes to substitute imprecise language which 
would make it unlawful for any broker or dealer, directly or indi- 
rectly, to borrow, lend, or hold a customer’s securities “in contraven- 
tion of such rules and regulations as the Commission may prescribe 
as necessary or appropri: ite in the public interest or for the protection 
of investors to provide safeguards with respect to securities carried 
for the accounts of customers.” 

Such an amendment would vest broad legislative power in the Com- 
mission. The language is so impressive as to leave the securities in- 
dustry—and we would think Congress—without any inkling as to 
what the Commission might intend to do. While we have no reason 
to believe that the present Commission would issue rules or regula- 
tions which might disrupt the normal and legitimate methods pr ed 
dling customers’ securities, we question whether Congress should dele- 
gate such far-re: aching authority to any regulatory agency. 

Senator Busx. May I ask a question right there, Mr. Chairman ? 

Senator Wiiu14Ms. Please do, Senator Bush. 
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Senator Busn. Were you here yesterday when the Commission 
witnesses testified ¢ 

Mr. Gray. I was, sir. 

Senator Busu. I received the impression that the purpose of this 
particular amendment you are using in your illustration was to bring 
the over-the-counter people into the same category as the exchanges 
in respect of using customers’ securities. My recollection is that we 
asked them a direct question on that, and they said that was the pur- 
pose of the amendment. Otfhand, that seems to be reasonable, but you 
take exception to it. Is not that your conception of the purpose of the 
amendment, to bring over-the-counter dealers into the same category, 
under the same inhibitions, so to speak, as the exchanges ¢ 

Mr. Gray. Senator, if this is the area in which the Commission 
wishes to prescribe rules so that the over-the-counter broker-dealers 
or nonmember broker-dealers would be required to segregate and 
handle customers’ securities in precisely the same way as members of 
stock exchanges and particularly the New York Stock Exchange 
handle their securities, we would think that the language should cover 
that particular area, the segregation of customers’ fully paid or excess 
margin collateral. The language that is here proposed is much broader 
than that, and we are ourselves unable to determine exactly what other 
areas this Commission or future commissions might wish to cover by 
this rulemaking authority they are asking for. 

Senator Busn. You have no opinion as to why the Commission used 
this broader language that you object to? 

Mr. Gray. No, sir; we have not. 

Senator Busu. Mr. Chairman, might I say I would suggest that our 
staff get that information from the Commission for the benefit of the 
committee. As to why they use this broader language that is objected 
to to accomplish the same purpose, evidently, as was intended by the 
existing law for the exchange members. 

Senator Wituiams. I think after Mr. Gray finishes his statement 
maybe we can get some clarification of this. (See p. 337.) Right 
now it does seem a bit obscure as to the reason or just what is intended 
but perhaps after Mr. Gray’s statement is concluded we can explore 
this some more. 

Mr. Gray. In its explanatory memorandum, the Commission has 
pointed out that some stock exchanges—and this includes the New 
York Stock Exchange—require their members to segregate customers’ 
fully paid securities and excess collateral, but that this requirement 
does not apply to brokers and dealers who are not members of those 
exchanges. Apparently the Commission feels that it should have 
authority to make all registered brokers and dealers meet this require- 
ment. If so, we think this is the precise statutory authority it should 
seek, and we think such a proposal would be reasonable. It is a dif- 
ferent matter, however, for the Commission to request virtually limit- 
less authority regarding the borrowing, lending, and holding of securi- 
ties without demonstrating that it cannot do, under precise legisla- 
tive standards, what it has indicated it wants to do. 

It may be helpful for me to point out that the borrowing and 
lending of securities by brokers is vital to the orderly functioning of 
our securities markets. It is customary for securities to be delivered 
to a purchaser promptly after the contract of sale. New York Stock 
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Exchange rules provide for delivery on the fourth business day fol- 
lowing the sale. Securities are often borrowed by one broker from 
another in order to make delivery following sales by out-of-town 
customers whose securities must be mailed to the marketplace. They 
are also borrowed to make timely delivery following sales by corpors 
tions, estates, and others holding certificates that are not in form for 
good delivery. The borrowing “of securities is also a necessary part 
of the short-sale process. In all these situations, the borrowing and 
lending of securities is essential for the orderly functioning of the 
securities markets. 

Brokers hold securities for the convenience of their customers. 
For many years, the exchange has required its members to segregate 
customers’ fully paid securities and has prohibited them from lending 
such securities without the express consent of the customer. In addi- 
tion, a broker must obtain his customer’s consent to lend securities 
bought by the customer on margin, even though the broker holds such 
securities as a pledge against the amount the customer still owes. 

We believe—and the Commission has indicated in its memorandum 
that it believes—these are sound requirements. If the Commission’s 
experience indicates that it should have authority to impose similar 
requirements on brokers and dealers who are not members of national 
securities exchanges, we think this is the precise statutory authority 
the Commission should seek. 

We raised a similar question in connection with the Commission’s 
original proposal to amend section 8(b) of the 1934 act, which now 
limits the total indebtedness of a broker to 2,000 percent of net capital. 
This so-called 20-to-1 ratio applies to members ‘of national securities 
exchanges and to brokers and dealers transacting business through 
such members. The Commission expressed the view that the section 
should apply to all brokers and dealers, including those who do no 
business through exchange members; that it should take into account 
the indebtedness arising in the course of activity as a dealer; and that 
it should be made clear that the Commission has rulemaking power 
related to broker-dealer capital requirements. 

The Commission indicated to industry representatives that it 
sought authority to prescribe capital requirements, but did not intend 
to abandon the traditional 20-to-1 ratio of aggregate indebtedness to 
net capital. We then urged the Commission not to ask Congress to 
delete from the statute a standard which has worked effectively 
through the years, and the Commission has modified its proposal ac- 
cordingly. The proposal now before you is one in which the Com- 
mission seeks to obtain authority it feels is necessary to prescribe, 
for all brokers and dealers, capital requirements based on a well-tested 
statutory standard. In these circumstances, we can and do support 
the proposal. 

Another proposal pointing up the importance of specific statutory 
standards is the suggested amendment of section 19(a) (4). The 
Commission may now summarily suspend trading in any registered 
security on a national securities exchange “for a period not exceeding 
10 days.” As a matter of practice, the Commission has in a number 
of cases suspended trading for successive periods of 10 days, con- 
tinuing for many months. 

In the proposed amendment of section 19(a) (4), the Commission 
now asks for legislative authority to do what it has been doing for 15 
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years. If the Commission doubted whether it had such authority 


under the statute as it now reads, it is our view that the question 
should have been raised with Congress long ago. It is certainly in 
the public interest for the present Commission to raise the question 
now. We believe, however, that Congress may want to take the op- 
portunity to impose an overall time limit w ithin which the Com- 
mission must proceed to a hearing as provided in section 19(a) (2). 

My final comments have to do ‘with the amendment which would 
give the Commission authority, for the first time, to collect a for- 
feiture of $100 per day for every day that any person “fails to file 
information, documents, or reports” required under the act or any rule 
or regulation adopted by the Commission. The Commission would 
be authorized to recover the forfeiture in a civil suit brought in its 
discretion. 

There is no precedent for such authority in the present statute. 
Section 32(b) does provide for such a penalty when an issuer violates 
an agreement made with the Commission, and section 32(a) provides 
that a person may be fined $10,000, or imprisoned for not more than 
2 years, or both, if he willfully violates certain provisions of the 
act, or certain rules or regulations. This sancticn can also be im- 
posed on a person who w illfully and knowingly makes a false or mis- 
leading statement. with regard to a materi ial fact. in an application, 
report, or document filed under the act. We think it clear, however, 
that there is a distinct difference between a willful violation which 
can result in a conviction and fine in a criminal case, and a simple 
failure—however inadvertent—to file any document which this or 
some future Commission may now or hereafter require. 

We are aware of the fact that there has been at least one matter in 
which the Commission feels authority to impose a $100-per-day 
penalty would have been useful. It does not follow, however, that 
the safeguards afforded an accused in a criminal proceeding should 
be scrapped, or that the Commission should have authority to re- 
cover a penalty for a violation which is not shown to have been will- 
ful and which may not even have been a conscious violation by the 
person involved. 

If some such statutory authority is necessary and appropriate in the 
public interest, w think it would be perfectly possible for the Com- 
mission to suggest legislative standards which ought to include the 

following: 

(1) A specification, at least in general terms, of the documents or 
reports to which the $100 forfeiture is to apply ; 

(2) A provision that the fine will apply only when the Commission 
can show a willful and intentional failure to file the designated reports 
or documents on time; 

(3) A provision that the fine will be in lieu of, and not in addition 
to, any criminal penalty which may be imposed ; and 

(4) A dollar limit on the total forfeiture which can be imposed, 
with discretion in the court to remit or reduce the forfeiture in ap- 
propriate cases. 

Such standards would set down a rule of law to guide the Commis- 
sion and the persons subject to its regulation. 

Matters such as these may appear somewhat technical, but they have 
far-reaching implications. We think they suggest the need for care- 
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ful consideration of the scope of the authority which would be granted 
under these amendments. We support any changes in the securities 
acts which clarify and extend the Commission’s authority in those spe- 
cific areas where the Commission has demonstrated that changes are 
necessary in the public interest and for the protection of investors, 
We must oppose, however, amendments to the basic law which would 
in effect surrender to an administrative agency legislative authority 
which we believe, under our constitutional form of government, should 
be reserved by Congress. 

L should like to state in closing that the Commission and its staff 
have been very cooperative in giving us an opportunity prior to these 
hearings to express our views on these and other proposals. In some 
instances, they have altered their proposals after considering our 
views; in others, we have been presuaded that the Commi:sion’s pro- 
posals are sound. 

In general, we are of the opinion that the final proposals of the 
Commission are well considered and reasonable. In the relatively 
few instances I have mentioned, however, we are firmly convinced that 
the proposals as submitted are not sound and would not be in the 
public interest. 

Senator WitiiAmMs. Thank you very much, Mr. Gray. I want to 
say that I am glad to see our hometown, Westfield, so well represented 
in numbers here, and well represented in terms of the substance of 
your very enlightening remarks. 

In addition to the oral statement just made by Mr. Gray, Senator 
Capehart, Mr. Gray has submitted a statement for the record that 
deals with other provisions than the ones that he has dealt with in his 
main statement. Is that correct / 

Mr. Gray. That is correct. 

Senator WiiuiaAMs. Including the 1933 act ? 

Mr. Gray. That is correct, sir. 

Senator WiniiAMs. Just what provisions did you deal with? We 
have not had an opportunity to read that yet. 

We might get right to the questioning and then perhaps work 
back to your prepared statement. We will have a chance to glance 
at it. 

Senator Capehart, do you have any questions of Mr. Gray # 

Senator Capenartr. Not at this time. 

Senator WituiAMs. Senator Bush? 

Senator Busu. Thank you, Mr. Chairman. 

You say that you had a meeting with the Commission, had a con- 
ference on these amendments before they made up their minds finally 
what they were going to submit. At that time did you make clear the 
objections that you have now made before the committee? 

Mr. Gray. Yes, sir; we did. 

Senator Busu. So the Commission had a chance to consider your 
views as just expressed to the committee, and they rejected them to 
the extent that is outlined in your memorandum, your statement? 

Mr. Gray. That is so, sir. 

Senator Busn. It seemed to me, Mr. Chairman, that the suggestions 
of the witness in regard to some legislative standards are quite reason- 
able. Again I would like to suggest that the committee, through its 
staff, obtain the comments of the Commission as to what the objections 
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are to incorporating these limitations or these legislative standards. 
They appear reasonable, but I am sure the Commission must have 
some reason for not having accepted them if they discussed this with 
the exchange officials. I think the committee should have the benefit 
of the Commission’s comments on these particular recommendations. 
In fact, I think we ought to go further and have the whole memo- 
randum commented on for our benefit. 

Senator WituiAMs. I agree that the specific proposals of Mr. Gray’s 
statement seem very reasonable as we read them. I arrived at the 
same conelusion that Senator Bush did, that we should have the 
benefit of the Commission’s views on these specific proposals. Or did 
you suggest to the Commission specific items; in connection particu- 
larly with the $100-a-day fine ? 

Mr. Gray. Mr. Chairman, Mr. Etherington was present at those 
conferences, and may I ask him to answer your question ¢ 

Senator WILLIAMs. Yes. 

Mr. Ernerrneron. I believe the date of the conference was April 7. 
It was attended by staff members and the general counsel of the 
exchange and other industry representatives, and at that conference 
the various industry representatives, including those for the exchange, 
did express these doubts that Mr. Gray has just expressed about the 
propriety of the suggestions. 

We did not have written in exactly the terms before you the four 
limitations we suggest on the forfeiture provision. We did, however, 
I believe the Commission will confirm, outline them, and they very 
kindly submitted a memorandum to us later of the conference in 
which they took note of the various suggestions we had made. 

Senator Busu. Mr. Chairman, let me ask this question: In con- 
nection with those items listed, with reference to the last item, the 
dollar limitation on total forfeiture, what limit do you have in mind 
would be appropriate there ? 

Mr. Gray. We would think it would be similar to a fine that would 
be imposed in criminal cases, which is $10,000. 

Senator Busn. Let me ask one more question, Mr. Chairman. 

Senator Witi1aMs. Surely. 

Senator Busn. How long has the Securities and Exchange Com- 
mission suspended trading in any given security ? 

Mr. Gray. I am sorry, Senator, that right now I cannot remember 
the longest one. Certainly, a recent. one has run some 21%4 months, 3 
months. 

Senator Wituiams. From some quarter we had a suggestion that 
one ran as long as a year. 

Mr. Gray. Back in the early forties there was one in that area. 

Senator Busu. I do not believe I have any more questions. 

Senator Wituiams. I wonder if we could go back to one or two 
points that were raised. First, are the borrowing and lending rules 
that the New York Stock Exchange operates under in a form that 
could be submitted for the record ? 

Mr. Gray. Yes, sir; they are in written form, and we will be 
glad to submit copies to the committee. (See p. 55.) 

Senator Wiiu1aMs. The present law does provide that customers’ 
securities cannot be used in this borrowing and lending operation 

without consent, is that right? 


42560 —59——-4 





44 SEC LEGISLATION 


Mr. Gray. That is correct. 
Senator Busu. But only for a member of a national exchange. 
Senator Witu1aMs. Only for exchange members, is that right ? 


Mr. Gray. Only members of national securities exchanges and peo- | 


ple doing business through such members. 

Senator Wiiu1aMms. And over-the-counter operations are not cov- 
ered at all by the present law ? 

Mr. Gray. I would think that is so. 

Senator Winti1AMs. You, of course, have your own rules that go 
beyond the requirements of law and impose greater stringency on 
your members, is that right ? 

Mr. Gray. That is correct, sir. 

Senator Witi1ams. And you do oppose the SEC’s requested change 
that gives them broad rulemaking power without spelling out the 
specifies s of the rules? 

Mr. Gray. That is really the question in our minds. 

Senator Wixi1aMs. Do you have any specifics here that you would 
suggest as you have with reference to the $100-a-day fine? 

Mr. Gray. Well, in this particular area we suggest that if it is the 
Commission's desire to have rulemaking cing in this particular 

area, they should spell out that this rulema ing power is in the area 
for the segregation of customers’ fully paid | securities and excess 
collateral. 

Senator Wiiu1ams. Would you be even more precise than that? 
For example, would you suggest your rules be made the law? 

Mr. Gray. I would think that in the law itself a general statement 
of the specific area to be covered would be much better because con- 
ditions change and the precise method to be followed in the segre- 
gation of those securities may well be changed in the light of those 
changed conditions, and it would therefore, in our view, be perfectly 
reasonable that the Commission should have rulem: king authority in 
the area, provided the area is specifically spelled out. 

Senator WiiuraMs. I see. You have also suggested a specific ter- 
minal period on the 10-day suspension. Have you any specific time 
in mind ? 

Mr. Gray. No; we have no spec ific time in mind, but we believe that 
sometime along the way the Commission should start a proceeding 
which would permit the company officials whose stock has been sus- 
pended an opportunity to be heard. 

Senator Wituiams. There, again, that strikes me as very reasonable. 
I wonder, however, if you who are certainly expert in your industry, 
can suggest any period that you would find reasonable for a hearing 
to be made mandatory. 

Mr. Gray. I would think the 90 days would be ample time for them 
to obtain sufficient information to at least start a proceeding. 

Senator Wiiitiams. Just one further thing, Mr. Gray. In con- 
nection with the $100-a-day fine for the failure to file any report, I 
personally do not know the magnitude of the reports that must be 
liled that this applies to. I imagine that they are many and varied, 
important and unimportant, and that there can be failure to file 
innocently, through oversight or maybe just honest lack of knowl- 
edge of requirement of some obscure little document. Can you give 
us an example of some failure to file that could be considered inno- 
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cent and not willful and without intention to keep from the Commis- 
sion what they should have ? 

Mr. Gray. A person may be required to keep the Commission in- 
formed of a change of address. ‘The company moves to an office down 
the street four numbers. It fails to report. In theory they could be 
fined $100 a day for that failure so long as they failed to report it. 

Senator Wiiiams. That is the kind of an example that I was 

seeking. I imagine there are others of similar nature. 

Mr. Gray. There may be others. You see, the language as it is 
now proposed covers not only reports but information and documents. 
That encompasses practically everything anyone can think of, and 
it seems to us to be a very severe penalty, particularly where there 
is no willful failure to file. 

Senator WiituiaMs. In the other document you submitted for the 
record did you deal with the proposed change in the use of the 
injunction ? 

Mr. Gray. No, sir, we did not. We are prepared to talk, and I 
would suggest that our counsel 

Senator Wuuiams. Has that been included anywhere in your 
submission ? 

Mr. Gray. Not in our written statement, no. 

Senator WititiaMs. I would like to have your views on that. Sec- 
tion 7 of the 1933 act. 

Mr. Rosenserry. There is a corresponding section in the 1934 act, 
too. 

Senator WitiiaMs. Yes, sir. 

Mr. Rosenserry. There are two problems involved. One is that 
some of the acts administered by the Securities and Exchange Com- 
mission authorize the Commission to seek an injunction, if there has 
been or is to be a violation; the other, if there is or is to be and there 
is no logical order throughout these statutes. 

It seems to me that the courts have taken a look at a man’s past his- 
tory in order to evaluate his present and probable activities. Person- 
ally, I see no objection to a court, in a injunction proceeding, looking 
at a man’s past activities. I think in some respects an equity judge 
may not be unlike a sentencing judge who, in determining not whether 
there has been a crime or not, ‘but in deter mining what sanction should 
be imposed, takes a look at the past, the present, and the probabilities 
of the future. However, as I understand the Commission’s position, 
there is absolutely no doubt that the discretion to grant or not to 
grant the injune tion rests with the judge. 

If there is any possibility that the contention can be made that the 
court has to grant an injunction by reason of a past violation, then I 
think it is very bad. Now, if anyone—I don’t think anyone could or 
should make that contention, but if there is any possible room for 
doubt, that could very easily be cured by changing the word “shall” 
to “may.” 

When this proposal was first drafted by the Commission 2 years 
ago, they didn’t have the words which you now find in there, “upon a 
proper showing.” I think that was inadvertence. As I understand 
the position of. the Commission, the words, “upon a proper showing, 
a court shall,” gives the court full discretionary power, but again | 
repeat that if there can be the slightest room for doubt, then that 
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“shall” must be changed to “may.” But I don’t personally see any 
great objection to permitting an equity judge to have evidence before 
him of past violations. 

That brings us to the second phase of this problem, which I think 
is much more troublesome. Under the present statute the Commis- 
sion has the authority to seek an injunction for a violation of the law 
or rule or regulation of the Commission. I think that there is no 
doubt that in that injunction proceeding the accused—and that is 
really what he is: calling him a respondent doesn’t, I think, ade- 
quately describe him—he is the accused, I think there is no question 
of validity that cannot be raised before the court, constitutionality, 
if you will, of the law or the validity of the rule or regulation the 
violation of which is claimed as the basis for the injunction. 

I would also contend that if the addition which the Commission 
asks is added, they also want power to seek this injunction for viola- 
tion of an order of the Commission, as well as a rule or regulation. 
Now, I think and I would contend that in a proceeding to enjoin a 
man for violating a past order of the Commission the man has the 
right to raise the question of the validity of that order. The only 
thing that gives me pause, however, is that we made this point re- 
peatedly with the staff of the Commission, and I am not clear whether 
they think he has or should have that — or not, but that, to me, is 
another thing that is very important. I don’t think that anyone ought 
to be subject to an injunction proceeding without having his day in 
court before the judge to test the validity of the statute, rule, regula- 
tion, or order that is the basis of the proceeding, and I think that it 
is clear that he can contest the statute, the rule, or regulation. Iam 
not. sure what the Commission’s position is on the order. 

Senator Wiiu1AMs. That will be a constitutional test ? 

Mr. Rosenserry. I think the problem is this, that where a party 
to a proceeding before the Commission wants to test it in court, he 
has to appeal within 60 days, and that goes normally to the circuit 
court of appeals. 

Senator Witttams. You are talking about testing an order now ! 

Mr. Rosenserry. Yes: an order of the Commission. 

There may be an order in a proceeding which has, in the present 
state of facts, so little importance to me, that I don’t want to spend 
the time and the money to appeal it. These things are expensive. 
But then the situation changes and the time comes w ‘hen I do want to. 
I want to be sure that at that time I can have a court pass on the 

validity of that order and not be met with the claim that I should 
have appealed within 60 days or that I failed to exhaust my adminis- 
trative remedies, and you get quite a confused area. 

Senator Wit1ams. Could this be made plain with a change of lan- 
guage in the proposed amendments ? 

Mr. Rosennerry. I have no doubt that the Commission draftsman 
could do it very easily. 

Senator Witt1ims. Do vou have any language you would like to 
submit ? 

Mr. Rosenserry. I would be glad to suggest some. 

Senator Witirams. If vou do. we would be glad to receive it. 
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(The following was received in response to the above :) 


New YORK StTocK EXCHANGE, 
New York, N.Y., June 19, 1959. 
Hon. HARRISON A. WILLIAMS, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR WILLIAMS: In the course of our testimony before the Securi- 
ties Subcommittee of the Senate Banking and Currency Committee on June 16, 
1959, we opposed the suggested amendment of section 8(d) of the Securities 
Exchange Act of 1934 and expressed our view that the suggested amendment of 
section 21(e) of that act should be modified. You requested us to draft alter- 
native proposals. 

The Securities and Exchange Commission has pointed out that the New York 
Stock Exchange, and some other exchanges, require the segregation of cus- 
tomers’ fully paid and excess margin securities. It has indicated that it seeks 
authority to impose similar requirements on all registered broker-dealers. If 
the subcommittee is persuaded that the Commission should have such authority, 
we would suggest the addition of a new section 8(e) instead of the sweeping 
authority the Commission seeks through its proposed amendment of section 
Sid). The new section 8(e) might read as follows: 

“Sec. & * * * (e) To carry for customers’ accounts fully paid and excess 
margin securities in contravention of such rules and regulations providing for 
the segregation of such securities as the Commission may prescribe as necessary 
and appropriate in the public interest and for the protection of investors.” 

In discussing the proposed amendment of section 21(e) of the 1934 act, we 
suggested that it should be clear that a court retains its discretion whether 
io grant or deny an injunction, and that a person alleged to have violated, or to 
be about to violate, an order of the Commission be permitted to challenge the 
validity of the order in a court action. We think these possible ambiguities 
would be cleared up if the proposed amendment were redrafted to read as 
follows: 

“Sec. 21. * * * (e) Whenever it shal! appear to the Commission that any 
person hus engaged, is engaged or is about to engage in any acts or practices 
which constitute or will constitute a violation of the provisions of this title, 
or of any rule or regulation thereunder, or that any person has failed to comply 
with the provisions of this titie, any rule or regulation thereunder or any order 
of the Commission made in pursuant thereof or with any undertaking contained 
in a registration statement as provided in section (d) of section 15 of this title, 
it may in its discretion bring an action in the proper district court of the 
United States, [the Supreme Court of the District of Columbia] or the proper 
United States court{s] of any Territory or other place subject to the jurisdiction 
of the United States, to enjoin such acts or practices and to enforce compliance 
with this title or any rule, regulation or order thereunder, and upon a proper 
showing a permanent or temporary injunction, [or] restraining order, or other 
order, may [shall] be granted without bond. Jn any such action so brought 
such person may contest the validity of the provision of this title, or of the 
rule or regulation thereunder which the Commission alieges has been, is being 
or is about to be violated and the validity of the provision of this title, or of 
the rule or regulation thereunder, or of the order which the Commission 
alleges has not been complied with, as the case may be. The Commission may 
transmit such evidence as may be available concerning such acts or practices 
to the Attorney General, who may, in his discretion, institute the necessary 
criminal proceeding under this title.” (Words not in present section 21(e) are 
italicized; bracketed words would be removed from present section 21(e).) 

In connection with the Commission’s proposal that it be given authority to 
impose a forfeiture of $100 per day for failure to file information, documents 
or reports on time, we suggested that the Commission should specify, at least in 
general terms, the documents or reports to which the forfeiture might apply. 
You requested us to submit our own suggestions in this connection. We are 
considering this matter and will send you a further letter as soon as possible. 

We appreciated the subcommittee’s courtesy in permitting us to express our 
views, and I hope our further suggestions in this letter may prove helpful. 

Sincerely, 
Epwarp C. GRAY. 
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New York Srock EXCHANGE, 
New York, N.Y., August 5, 1959. 
Mr. Joun H. YINGLING, 
Chief of Staff, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

Dear Mr. YINGLING: Thank you for your letter to Mr. Etherington concerning 
the Securities and Exchange Commission's proposed modifications of the amend- 
ments now being considered by the Subcommittee on Securities. We welcome 
the opportunity to present our views on the suggested changes of sections 7 and 
30 of S. 1179, which would amend sections 8(d) and 382(¢) of the Securities 
Exchange Act of 1934. 

SECTION 7 OF 8S. 1179 


Section 8(d) of the 1934 act now makes it unlawful for a member of a national 
securtiies exchange, or a person transacting business through a member, to lend 
or arrange for the lending of a customer’s securities Without the written consent 
of the customer. The Commission’s original proposal was to substitute a new 
section 8(d) making it unlawful for any broker or dealer to borrow, lend, or 
hold a customer’s securities in contravention of such rules and regulations as 
the Commission might prescribe. 

The Commission has observed that some stock exchanges require their mem- 
bers to segregate customers’ fully paid and excess collateral securities and that 
it seeks authority to impose similar requirements on all registered broker- 
dealers. We have taken the position that the amendment, if any, should be 
limited to this area. 

On June 19, 1959, we wrote Senator Williams to suggest that the Commission 
could be given the authority it seeks by the addition of a new section 8(e) which 
would make it unlawful for a broker-dealer to carry for customers’ accounts 
fully paid and excess margin sceurities in contravention of such rules and 
regulations providing for the segregation of such securities as the Commission 
may prescribe as necessary and appropriate in the public interest and for the 
protection of investors. 

If Congress is persuaded that the Commission should have authority to re 
quire all registered broker-dealers to segregate customers’ fully paid and excess 
collateral securities, the amendment we have drafted would grant such author- 
ity without going beyond the problem area. 

The Commission’s modification of its original proposal would not confine the 
amendment to the problem area. The new section 8(d) would make it unlaw- 
ful for a broker-dealer to “borrow, lend, or hold” customers’ securities in con- 
travention of rules and regulations prescribed by the Commission “to provide for 
the segregation of fully paid securities and excess collateral * * *.” It is difficult 
to see why the Commission uses the words “borrow” and “lend” if it does not 
have some type of regulation beyond mere segregation of fully paid and excess 
collateral securities in mind. Moreover, the second part of the amendment 
would authorize the Commission, without any reference to the segregation prob- 
lem, to prescribe rules and regulations “te provide safeguards with respect to 
securities carried for the accounts of custemers.”” This language seems as broad 
as that originally proposed in section 7. It would leave Congress and the regu- 
lated industry without any inkling as to what rules and regulations this or some 
future Commission might prescribe. 

It is necessary for us to qualify our comments on the second part of the amend- 
ment because two different versions of the proposal are printed in the appendix 
to the Commission’s memorandum. In the comparative print, the language re 
fers to safeguards with respect to “the lending and borrowing of” securities car- 
ried for the account of customers. If the Commission means to add the quoted 
words, the amendment would be somewhat more limited than the version printed 
earlier in the appendix. In any case, however, both versions go beyond the 
problem area in the Commission’s original justification. 

It remains our view that Congress should not approve the substitution of such 
a broad delegation of authority for the precise legislative requirement in the 
present section 8(d). We oppose both versions of the Commission’s modified 
amendment for the same reasons we oppose section 7 of S. 1179 in its original 
form. A new subsection 8(e) such as we have suggested is all that is needed to 
give the Commission the authority it seeks. 
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SECTION 30 OF 8. 1179 

The Commission first proposed to add a new section 32(c) to the 1934 act 
permitting it to recover a forfeiture of $100 per day for every day that any per- 
son failed to file information, documents, or reports required under the act. 
The Commission now purposes to limit the forfeiture provision to information, 
documents, or reports required under sections 13 and 16 of the act. The fine 
would be $100 per day in the case of filings under section 13. It would be a sum 
not to exceed $50 per day, as determined in the discretion of the court, in the 
case of filings under section 13. In either case, recovery of the forfeiture would 
bar any criminal penalty under section 32(a). 

We have suggested that there should be a dollar limit on the total forfeiture 
which can be imposed, with discretion in the court to remit or reduce the for- 
feiture in all appropriate cases. The Commission’s new proposal would give 
the court discretion in the case of filings required under section 16, but not in 
the case of filings acquired under section 18. We see no valid reason for such 
a distinction, or for a provision that the forfeiture can be $50 or less in the case of 
section 16 filings, while it must be $100 in the case of sec tion 13 filings. It would 
be preferable to limit the fine to $50 per day under both sections, with discretion 
in the court to remit or reduce in all cases, and with a total dollar limit of no 
more than $10,000. 

We will be happy to have this letter made part of the record, and we hope 
our comments may prove helpful to the subcommittee. 

Sincerely yours, 
JAMES B. Gray. 

Senator Witi1ams. How do you construe the meaning of “upon a 
proper showing”? 

Mr. Rosenperry. Well, that language has been in the act from the 
very beginning and I think that that means—and again I am nota trial 
lawyer and I have never appeared in one of these injunction proceed- 
ings, but to me that means that the court must be convinced that on 
the evidence before him that unless this man is enjoined he is going to 
go ahead and do what he is doing or what he has done in the past, 
if you add the “has” in there. 

Senator Wini1ams. Senator Bush has a question. 

Senator Busy. You have suggested : 

A specification, at least in general terms, of the documents or reports to 

which the $100 forfeiture is to apply. 
Would you let us have suggestions specifying the forms that should 
be covered in that connection? You say a specification is needed. 
Well, what specification would you suggest? Possibly you would 
rather let. the committee have that for the record than try to do it 
right now. 

‘Mr. Gray. We would prefer, if it is agreeable to you, to submit it, 
but I would also like to suggest, if I may, that the Commission itself 
also be asked to delineate those areas where they feel this $100 fine 
would apply and where they think, because of the minuteness of the 
situation, it would not apply. F or example, like the change of address, 
for one. 

Senator Wittiams. We would be happy to have your suggestions on 
this for our record, and we will probably proceed to see what the 
Commission can suggest. (See p. 48.) 

We are glad to have Senator Javits here. 

Senator Busu. Mr. Chairman, I have one more question. 

Senator WiitraMs. Fine. 

Senator Busu. What do you consider to be the relationship be- 
tween an over-the-counter broker-dealer and his customer with respect 





50 SEC LEGISLATION 


to the fully paid securities that he may hold? Do you consider the 
broker in this case an agent or trustee or bailee? How would you 
classify that relationship? 

Mr. Gray. Senator, may I ask my counsel to answer that question ? 

Senator Busu. Yes. 

Mr. Rosenserry. I think one would have to look at the partienies 
facts. I wouldn’t think that the legal relationship would be much 
different so far as the fully paid securities went, no matter whether he 
was a member of an exchange or an over-the-counter dealer. 

Senator Busn. Well, if they are not fully paid, he probably holds 
them as collateral. 

Mr. Rosenperry. There is no question. This is a question that goes 
back in history to the New York case—Senator Javits is very familiar 
with it—Markham v. Saudon. I think it was decided by the New 
York Court of Appeals in 1868. I think it was a 4-to-3 decision as 
to what the legal relationship was between a broker and his customer 
in a margin account. It was there held—and I think the thing came 
back on rehearing—that in executing the purchase order the broker 
was the agent of the customer. Having used the broker’s own credit 
to make the purchase, he was the pledgee of the securities to the 
amount of his credit which had been used in the purchase and that 
when the debit balance was paid, the broker became the bailee. 

Senator Busu. That really is a pretty good answer to my question. 

Mr. Rosenperry. I am glad. 

Senator WituiAMs. Senator Javits, do you have any comments ? 

Senator Javirs. I first wish to apologize, Mr. Chairman, for com- 
ing at this hour, but the Senate is a several-ring circus. A judiciary 
committee subcommittee held a hearing on the nomination of a judge 
for the southern district of New York, Judge Metzner, and Senator 
Keating and I had to introduce him in the subcommittee. So I regret 
that I did not get here in time to hear your statement. 

I did want to ask Mr. Gray one question which has no direct rela- 
tion to the statement, which I shall read very carefully. That is 
the question of how the rules and rulemaking power, the disciplinary 
authority of the exchange, ties in with the amendments which are 
proposed to us by the Securities and Exchange Commission? Do 
you feel, for example, that some of the things which they wish to do 
could better be done through the disciplinary authority of the ex- 
change itself? Ordo you feel that in all of the matters which they pro- 
pose, whether you favor them or not—and I already know that some 
you do not favor—legislation is necessary. In other words, we may 
differ with you as to whether we do or do not agree with a particular 
attitude you take on a particular piece of legislation, but do I gather 
in all of these respects you feel that legislation is necessary, that it 
cannot be done by the rulemaking power of the exchange itself? 

Mr. Gray. Most of these amendments, Senator Javits, would not 
affect the disciplinary authority of the exchange. It would, how- 
ever, bring under the authority of the Commission certain registered 
broker-dealers who are not members of national securities exchanges. 
The only disciplinary authority area here that I recall is this problem 
of the matter of appeal by registered representative of a decision of 
the National Association of Securities Dealers to suspend or revoke 
his registration. That authority does not cover exchanges. 
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Senator Javits. So that you do feel that, one, the amendments 
sought in no way interfere with your particular disciplinary author- 
ity, and, two, that should such regulations be deemed by us to be de- 
sirable, amendment to the law is neded to make them really effective ¢ 

Mr. Gray. I would say this, Senator Javits, that I believe the asso- 
ciations should be in the position of imposing their own discipline 
and to the extent that it is possible to appeal from the decision of an 
association to the Commission, it, I think, to that extent takes away 
that voluntary self-discipline which I think is essential. 

Senator Javirs. Now, also, do you wish to add any recommend: 
tions to those made to us by the SEC in view of the fact that the 
SEC approaches this matter as an overhauling, as it were, of all of 
the applicable regulatory statutes? If you have read Mr. Gadsby’s 
statement and that of his associates given for the Commission yes- 
terday, you will know that that is the way they flag this whole en- 
terprise. As long as we are going to do that, it seems to me that 
it would be also apposite to ask the exchanges and the unlisted securi- 
ties dealers associations what they have to recommend. If we are go- 
ing to pass an omnibus bill, let us see what everybody wants. Do you 
have any recommendations ¢ 

Mr. Gray. Well, Senator Javits, we would be glad to consider it. 
Otfhand I would say that this committee, over the past several years, 
has considered legislation which would impose similar requirements 
on unregistered companies as applied to registered companies, and we 
would be delighted to have the committee again review those pro- 
posed amendments to the act. 

Senator Javits. I would say, for one, I would like you to submit 
your suggested amendments to the securities laws, just as the Securi- 
ties and Exchange Commission has submitted its snggestions. I shall 
ask this of every one of the witnesses representing either an exchange 
or an association. It ismy conviction if we are going to go ahead and 
and overhaul these laws, we should overhaul them completely. While 
I do not consider the SEC as the only repository for knowledge in 
this field, I regard their recommendations with respect, and I shall 
certainly give them earnest time and attention. (See p. 635.) 

Senator Javrrs. I have just one other question. While you are 
here and dealing with the Commission, do you have any recom- 
mendations for us in the area of encouraging securities ownership 
on an investment basis by individuals ? 

I happen to be convinced that our society is moving in the direc- 
tion or should move in the direction of what has been called “people’s 
capitalism,” where the people own, through stocks and bonds, the 
enterprises in which they work. I know the New York Stock Ex- 
change—I know Mr. Funston very well, he is one of my prize con- 
stituents—has been waging a campaign along this line for a long 
time, So when you give us your recommendations, if you are in no 
position to testify to it now, could you also give us your ideas on how 
we can make our contribution toward more and broader investment 
security ownership or security ownership for investment by people? 

Let me ask you a practical question. Many people do not buy se- 
curities because they do not know where to put them. If they own a 
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couple of hundred dollars’ worth of securities and pay $6 or $8 an- 
nually for a strongbox, it is expensive. That is a problem, and it 
is a problem which actually interferes with ownership of securities, 
in my opinion, by hundreds of thousands, perhaps millions of indi- 
viduals. What can they do with them physically? I think if there 
is any helpful suggestion we ought to have it. I think the only sug- 
gestion is a practical business suggestion, transfer agents or registrars 
or companies themselves. But if there is anything you feel the Gov- 
ernment can do to facilitate the holding of securities for investment, 
I would ore iate it very much if you would tell us. 

Mr. Gray. Senator Javits, we will be glad to. Of course, I would 
just. be repeating the Exchange’s position that much can be done by 
the Congress to make a more favorable climate for the investor by 
revising some of its tax laws, the dividend credit, the capital gains 
tax, 

Senator Javirs. You are aware, sir, of the fact that that is not within 
the competence of this committee. Senator Bush suggested, being 
himself very experienced in that, something of that nature. 

On whatever is within our competence that relates to the securities 
laws, methods of holding, methods of registration, we would appre- 
ciate your help. 

Mr. Gray. We shall try to do everything we can. 

Senator Javrrs. Thank you, Mr. Chairman. 

Senator WitiiaMs. I would like to come back to your suggestion 
that in an injunction proceeding the opportunity to test the validity 
of an order should be made clear. Is the opportunity to test an order 
available to an individual ch: ae on a criminal complaint for viola- 
tion of an order? 

Mr. Rosenperry. I would think so. This is one of the problems in 
this field. TI had always thought, through law school and just general 
reading, that the word “willfully” meant that someone was violating 
the law intentionally. Through the years the Commission has not 
so construed it. There is opinion after opinion of the Commission and 
in fairness to them the courts in some cases have sustained them in 
this, but their view of the word “willful” sometimes seems to mean that 
you weren’t unconscious when you did it. You knew what you were 
doing. You had no idea that the action violated any act, order, rule 
or regulation of the Commission, and that is one of these things that 
bothers me so much about this $100 a day forfeiture. 

When you get into that field and when you see the uncertainty that 
you are faced with every day—for instance, if you are in a control 
relationship with an issuer you have to file. If you are not, you 
don’t. But you can’t find anybody who will tell you what a con- 
trolled relationship is. If you own the company lock, stock and 
barrel, there is no question you areincontrol. But there are situations 
where you had people trying to take control. They have lost. You 
go to the Commission and say, “Look, this is clear. This is not 
control.” 

“No, we are not so sure.’ 

So when you get into ti areas where you are so indefinite, it 
seems to me that a 12-man jury is an awful lot of protection. 

Senator Witt1ams. Thank you very much. 

If there is nothing further, we will say that we most appreciate 
this thoughtful, very helpful, testimony. 
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Mr. Gray. Thank you very much, Mr. Chairman. 
(The supplemental statement referred to by Mr. Gray follows :) 


SUPPLEMENTAL STATEMENT OF THE NEW YORK Stock EXCHANGE 
COMMENTS ON S. 1179, TO AMEND THE SECURITIES EXCHANGE ACT 


In our statement delivered by Mr. Gray, we have called attention to our serious 
reservations concerning sections 7, 20, and 30 of S. 1179 and have expressed our 
suport of section 6 as modified by the Securities and Exchange Commission. In 
addition to our comments in that statement, we wish to call attention to other 
provisions of the bill, some of which we support and some of which we feel should 
be modified or rejected. 

Four amendments proposed in S. 1179 would extend to all registered brokers 
and dealers provisions which now apply only to members of national securities 
exchanges and those transacting business through such members. We have 
long felt that there is no valid reason in statutes designed to regulate the entire 
securities industry in the public interest to distinguish between broker-dealers 
who are connected with national securities exchanges and those who are not. 
The following amendments would eliminate such dual standards: 

(1) Section 4 would amend section 7(c), which now relates to the credit which 
may be extended, maintained, or arranged for a customer by a member of a na- 
tional securities exchange or a broker or dealer transacting a business in secur- 
ities through any such member. As a practical matter, most registered brokers 
and dealers do business through exchange members at least occasionally. The 
amendment would simply make it clear that the section applies to any broker 
or dealer registered under section 15. The exchange feels that it is in the 
public interest to assure consistent treatment of all brokers and dealers regard- 
ing extension of credit (margin requirements). 

(2) Section 5 would broaden the introductory paragraph of section 8, which 
sets forth restrictions on borrowing by members of national exchanges and 
brokers and dealers transacting a business through such members, to make it 
apply to all brokers or dealers registered under section 15 of the act. The ex- 
change believes this step to assure equalization of regulation in the securities 
industry would also be in the public interest. 

(3) Section 12 would amend section 14(b), which relates to the giving of 
proxies for customers’ securities, to make the provision applicable to all registered 
brokers and dealers and not merely exchange members and those transacting 
through such members. The exchange feels that full disclosure to investors is 
in the public interest no matter who their brokers happen to be. Accordingly, 
we support the amendment. 

(4) Section 14 of S. 1179 would add a new paragraph to section 15(c) (3) to 
the 1934 act, to give the Commission power to write rules governing when-issued 
trading in the over-the-counter markets. This proposed amendment parallels 
section 12(d) of the act under which the Commission may regulate when-issued 
trading on a national securities exchange. 

In addition to these amendments, we wish to make special comments con- 
cerning several other provisions of S. 1179. 

Section 1 would amend the definition of “member” in section 3(a)(3) by 
including references to officers and directors of member corporations and general 
partners of partnerships. These changes are actually ‘“‘modernization’”’ of the 
definition in light of the fact that broker-dealer firms are now often set up as 
corporations. The clear exclusion of limited partners would permit a bank serv- 
ing as a trustee under the will of a deceased partner of a firm to become a 
limited partner, in accordance with the decedent’s wishes, without making the 
bank a “member” of a national securities exchange subject to regulation T. 

Section 13 would amend the fourth paragraph of section 15(b) relating to 
the registration of brokers and dealers in several ways. One change, which 
seems both helpful and reasonable, would empower the Commission in certain 
eases to suspend registration of a broker or dealer for a period not exceeding 12 
months after appropriate notice and opportunity for hearing. At present the 
Commission may deny registration or revoke it, but is powerless to suspend it. 
Under the amendment, the Commission could impose a lesser penalty in a 
proper case. 

We have some question, however, about the wisdom of the second part of 
this amendment, which would permit the Commission, pending final determi- 
nation whether the registration of a broker or dealer shall be denied, to post- 
pone the effective date of the registration for a period not to exceed 90 days. 
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Since an application does not become effective, in any case, for 30 days, this 
would give the Commission a total of 120 days (30 plus 90) after the filing of 
the application within which to give notice and hold a hearing on the applica- 
tion. At present, the summary postponement is limited to a 15-day period giy- 
ing the Commission a total of 45 days (30 plus 15) within which it must give 
notice and hold its hearing. The Commission states that this period is often 
inadequate. If so, an extension may be appropriate, but it would seem that the 
relaxation provided for by the proposed amendment is extreme. It should be 
adequate to change the present 15-day summary postponement period to a 
maximum of 45 days, giving the Commission a total of 75 days (30 plus 45) 
during which it must act if it wishes to deny registration or to postpone the 
effectiveness pending final determination whether to deny. This would assure 
applicants who are prepared to start their business that they will get reason- 
ably prompt administrative action. It seems that- the Commission should be 
required to act as promptly as possible on a matter of such importance to 
applicants. 

Section 15 would add a new section 15(c) (4), to permit the Commission to 
suspend trading in any security in the over-the-counter market, cutting off all 
trading in a security so suspended. It would parallel section 19(a) (4) of the 
act, which relates to the suspension of trading in any registered security on a 
national securities exchange. While we support the basic change, we feel the 
last sentence of section 15 may be unwise, in view of the fact that it might 
forbid all trading in a security which is subject to suspension. This prohibi- 
tion might “lock in” a holder of the suspended stock even though he might have 
a willing buyer who is thoroughly familiar with the facts surrounding the 
suspension. We feel that flexibility should be introduced into the last sentence 
of the proposed amendment by allowing trading in such suspended securities if 
effected in accordance with rules and regulations adopted by the Commission. 
This would enable the Commission to give relief in appropriate cases. 

Section 22 would amend section 20(b) to make it clear that an indirect viola- 
tion of the act is unlawful. While this would be a reasonable clarification of 
the statute, we question the wisdom of the second sentence which would make 
it unlawful to aid, abet, counsel, command, induce, or procure the violation of 
any provision of the act or of any rule or regulation by any other person. 
The Commission states that “there may exist some doubt as to the Commission's 
authority to obtain an injunction, or impose administrative sanctions, against 
persons aiding or abetting violations of the act.” It appears to us that the 
proper way to make it clear that an aider or abettor can be enjoined is to 
amend section 21(e) of the act, which deals with obtaining injunctions. 

The proposed amendment to section 20(b) specifically imposes criminal sanc- 
tions on an aider and abettor. Wethink the amendment should make clear that 
criminal liability arises only when one knowingly or intentionally aids or abets 
a violation of the act. 

Section 10 would amend section 10(b), which now makes it unlawful to use or 
employ, in connection with any purchase or sale of a security, any manipulative 
or deceptive device or contrivance in contravention of Commission rules. The 
Commission asks that it be made unlawful to “attempt” to purchase or sell a 
security in contravention of its rules. The Commission’s primary justification is 
that the amendment would make clear that the statute covers the so-called “front 
money racket,” which is described as “obtaining money from an issuer for alleged 
services in arranging an underwriting or financing for the issuer, without 
actually intending to or being in a position to arrange the proposed underwriting 
or financing.” 

It is difficult to see how this form of common law fraud fits into the basic 
purpose of the act, i.e., to regulate transactions in securities as commonly con- 
ducted through securities exchanges and over-the-counter markets. By hypoth- 
esis there is no securities transaction involved in the front money racket—much 
less a securities transaction involving the public. 

An additional problem could arise if the statute were extended to reach manip- 
ulative and deceptive activities in connection with “attempts” to buy or sell 
securities. The courts have held that violation of the Commission’s rule 
X-10B-—5 gives rise to civil liabilities in connection with consummated transac- 
tions. It is difficult to predict how far an amendment using the broad word 
“attempt” might go in extending civil liabilities. 

So far as criminal proceedings are concerned, it would seem that the present 
conspiracy provisions of the Criminal Code provided adequate sanctions. If so, 
Congress may not want to open up potentially serious problems by inserting a 
parallel provision in the 1934 act. 
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COMMENTS ON 8. 1178 TO AMEND THE SECURITIES ACT OF 1933 


Our comments concerning 8. 1178 are confined to a few proposals which seem to 
us to call for particular consideration. 

Section 3 would amend section 3(b) of the 1933 act to increase from $300,000 
to $500,000 the amount of securities which may be offered to the public exempt 
from the registration requirements of the 1933 act. This appears to be a sensible 
adjustment of the dollar criterion in light of changed economic conditions. The 
amendment will be useful and in the public interest if it aids small businesses in 
attracting needed capital. 

Section 5 would amend section 12, which specifies certain liabilities which 
may arise in connection with prospectuses and communications. The amend- 
ment is designed to clear up a conflict in the courts on the jurisdictional base 
in the present section 12(2), and to add a new subsection to impose civil liabil- 
ities, similar to those now contained in section 11, with respect to exempt offer- 
ings under section 3(b) or 3(c) of the act. The proposal to clarify the juris- 
dictional question is clearly a useful one. We have some question, however, 
eoncerning the language of the proposed new subsection (b) of section 12. 
The defenses incorporated in section 11(b) of the 1933 act relating to civil 
liability arising from a full registration statement containing a material mis- 
statement or omission have not been specifically incorporated in the proposed 
new section 12(b) related to exempt offerings. This raises the specter of broad 
liability—-so broad that, as a practical matter, regulation A offerings under 
section 3(b) of the act might be discouraged. Any such development would 
be a backward step undercutting the clear purpose of the statute to facilitate 
the raising of capital by small businesses. 

Section 10 would amend section 24, which specifies the penalties which flow 
from a willful violation of the act. The Commission apparently seeks to extend 
the criminal liability imposed by section 24 to applications, reports and docu- 
ments filed with the Commission in connection with offerings of securities 
exempted from the registration requirements of the act by sections 3(b) and 
3(c). This proposal seems reasonable to us, but once again the proposed amend- 
ment goes much further than the stated purpose. It would apply the criminal 
liabilities of section 24 to any application, report or document filed under any 
rule or regulation under the act. This extension of section 24 is obviously not 
expressly limited to section 3(b) or 3(c) offerings. We think it should be so 
limited and that the proposed amendment should be no broader than is neces- 
sary to accomplish this result. 

Section 11 of S. 1178 would add a new section to prohibit any person from 
violating the act through any other person, and would expressly state that an 
aider or abettor violates the act. The objections we expressed above with 
respect to section 22 of S. 1179 are equally applicable in this case. 


(The following was received in response to the request on p. 43.) 


JUNE 1959. 


New YOrRK StocK EXCHANGE RULES AND REQUIREMENTS RELATED TO THE 
SEGREGATION OF CUSTOMERS’ SECURITIES 


(Reproduced from New York Stock Exchange Guide, pp. 3695 to 3699, inclusive) 
SECTION 2402. RESTRICTIONS ON PLEDGE OF CUSTOMERS’ SECURITIES 


Rule 402 

(a) No agreement between a member organization and a customer authorizing 
the member organization to pledge securities carried for the account of the cus- 
tomer either alone or with other securities, either for the amount due thereon or 
for a greater amount, or to lend such securities, shall justify the member organi- 
zation in pledging or lending more of such securities than is fair and reasonable 
in view of the indebtedness of said customer to said member organization, except 
as provided in paragraph (d) of this rule. 


Agreements for use of customers’ securities 


(b) No member organization shall lend, either to itself as broker or to others, 
securities held on margin for a customer and which may be pledged or loaned 
under paragraph (a) hereof, unless such member organization shall first have 
obtained a separate written authorization from such customer permitting the 
lending of such securities by such member organization. 





56 SEC LEGISLATION 


Restrictions on delivery of customers’ securities 
(c) No general agreement between a member organization and a customer 
shall justify the member organization in delivering securities carried for the 
customer op sales made by the member organization for any account in which 
such member organization or any partner thereof or stockholder therein is 
directly or indirectly interested. 
Free or excess margin securities 
(d) No securities held by a member organization for the account of a cus- 
tomer, whether free or representing excess margin, may be loaned to itself as 
broker, or to others, or delivered on sales made by the member organization for 
any account in which the organization or any partner or stockholder has a direct 
or indirect interest unless a specific written agreement designating the particu- 
lar securities to be loaned is first obtained from the customer. 


SUPPLEMENTARY MATERIAL 
Segregation of securities 

10 Wholly owned and excess margin securitics—Individual identification.— 
When a member organization holds securities that have been fully paid for or 
holds securities in excess of the amount which can be pledged under rule 402, 
above, such securities should be segregated and marked in a manner which 
clearly identifies the interest of each individual customer. When such securities 
are in the actual custody of the organization, this may be accomplished by placing 
them in separate envelopes bearing the customers’ names or by attaching tags or 
labels, similarly marked, to the securities or by some other means which produces 
the same result. The date as of which a particular certificate is segregated 
should be clearly indicated either on the tag, label, or envelope bearing the cus- 
tomer’s name. When such securities are not in the actuatcustody of the organi- 
zation, their location and the means by which they may be identified as belonging 
to the customers should be indicated on the books of the organization. The fore- 
going applies both to odd lots and full lots. 

20 Wholly owned and excess margin stocks—Suggested bulk method.—Any 
member organization adopting the following method of segregation should notify 
the department of member firms. 

I 


30 General practice of brokerage offices.—In the general practice of brokerage 
offices, instructions for the segregation of customers’ securities originate in the 
margin department and are carried out by the cashier. In the case of “free” 
(fully paid) and excess margin stocks, the cashier places the stock certificates 
in a separate box and annexes to each certificate a small linen or paper tab giving 
the name of the specific customer as owner. If a customer having “free” secu- 
rities buys stock on margin or has a margin account which needs additional 
margin, the margin clerk directs the cashier to transfer from the box containing 
customers’ “free” and excess margin securities the certificates that are required 
aus margin. These certificates are then placed in the box of the organization 
containing “usable securities,’ that is, securities which the organization may 
use as margin. In case a less amount of stock is required as margin or if the 
balance of a customer’s margin account is paid in full, the margin department 
directs the cashier to release the shares from the box containing the “usable 
securities” and they are returned to the box containing the customers’ “free” 
and excess margin securities. 

II 


40 Segregation for out-of-town branch offices and correspondents.—In the 
case of out-of-town branch offices of brokerage houses and in the case of their 
correspondents, the present system under which “free’’ and excess margin shares 
are identified and allotted to the particular customer involves the daily report by 
telegraph to out-of-town branches and correspondents of the numbers of the 
specific certificates segregated. 

II 


Card plan 


The card plan of identifying the segregated stocks will comprise: 

51 Requisition card.—(1) A “requisition card” indicating the name or ac- 
count number of the person for whom the shares have been segregated, the num- 
ber of shares, the name of the corporation, and two spaces to be filled in by— 

(a) the margin clerk who orders it, and 
(b) the security clerk who accomplishes the segregation. 
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This card will be substantially as follows: 


Segregated for: 


Quantity 


15 


Remarks 


FIRM (CORPORATION) NAME 


LANDEN, 


WALTER 


Ordered by 


A. B. 


Margin clerk 


Date 


Cr, 


(Rubber stamp) 


Security 


S. STEEL 


Accomplished by 


W.Z 


Security clerk 
Date 


(Rubber stamp) 





52 Removal card.—(2) A “removal card” will provide for the removal of 
shares from segregation giving the name or account number of the owner and 


the shares to be released. 


(Red print) 


It will be initialed by the margin clerk who orders the 
removal of the shares and also by the security clerk who releases them. This 
card will be substantially as follows: 


REMOVAL CARD 


Remove from segregation for: 


Quantity 


1,000 


Remarks 


SMITH, F. 


Ordered by 


D. E. 


Margin clerk 


Date 


U. 


(Rubber stamp) 


FIRM (CORPORATION) NAME 


Security 


S. STEEL 


Accomplished by 


W. Z. 
Security clerk 


(Rubber stamp) 
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53 Summary card.—(3) A “summary card” will be headed with the name of 
the stock, and will show the total quantity of the shares segregated, the number 
of wholly owned and excess margin shares belonging to customers, and also the 
number of shares to be segregated or the number of shares in excess of out- 
standing segregation instructions. This card will be substantially in the fol- 
lowing form: 

SUMMARY CARD 


U.S. STEEL CORPORATION 
FIRM (CORPORATION) NAME 


Summary segregation record 





Date Customer To be Ixcess Total in Approved 
shares segregated | segregation | segregation by 
June 1 300 200 | 500 
2 700 200 500 
3 
‘ a — - a ae mae i samt ako mal 
6 | 
| — - eee ; — ie aes di 
‘ 
— , - anigncoshnds al = i ‘ oe 
| | 
8 | | | 
= a SS ee ci Be) 
| 9 | | | 
Ses = cot = Set eee eae ieee 
10 | | 
4+ Operation details of bulk method.—Under this plan, the margin cepart- 


ment will as heretofore give direction to the cashier to place in the box containing 
the customer’s “free” and excess margin shares the shares which are not required 
to finance the customer’s indebtedness. The margin clerk will also fill out and 
initial the “requisition card” which will direct the security clerk to segregate (by 
placing in the “‘free” and excess margin box) the shares allotted to the specific cus- 
tomer on the requisition card. The security clerk will initial the card after he has 
placed the stock certificates in the box containing the “free” and excess margin 
shares. 

If after this segregation is accomplished the margin department determines to 
order the removal of any “free” or excess margin shares from the segregated secu- 
rities, the margin department will make out and initial the “removal cari” direct- 
ing the security clerk to remove certain shares from segregation. After the secu- 
rity clerk has removed the shares he will initial the “removal card.” 

Thus it is proposed to treat all 100-share certificates of the same stock in the 
box of segregated “free” and excess margin shares as the equivalent of every 
other 100-share certificate (or as “fungible’) and the cards will control and 
identify the shares and will be the evidence of title on behalf of the persons whose 
names are on the cards. 

The security clerk or a supervisory employee will be completely responsible for 
the box containing the segregated shares and must at all times have suflicient 
shares to cover all amounts called for by the cards in the “Total in segregation” 

olumn of the “summary card.” 

The “summary card” will enable brokers to determine from day to day the 
total number of shares segregated. Although the “summary card” illustrated on 
this page provides space for recording the shares to be segregated on the 
basis of outstanding and unaccomplished instructions such column may be elimi- 
nated if the member organization’s system does not necessarily ‘require a “To 
be segregated” column. The daily entries of amounts will be initialed by the 
security clerk or a supervisory employee. 
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9 66 


The “requisition,” “removal” and “summary” cards must be kept for a period 
running back to the date of last answer to the stock exchange financial question- 
naire but at least 6 months in any event. 

(See also S.E.C. rule X-17 A-4 at sec. 5553.) 


Iv 


60 Securities registered in customers’ names not to be put in segregated 
bor.—If the above described method of segregation is used, all securities segre- 
gated must be registered either in the broker’s name, the name of one of its 
nominees, or “street” names. No securities registered in the names of customers 
may be put into the segregated box. Each customer whose securities are to be 
transferred out of his name for the purpose of making such securities usable 
in the bulk segregation, should be given prompt notice of the transfer of his free 
or excess margin securities, or his consent in writing to do so obtained.. In case 
a customer refuses to give such consent, or objects to the transfer, such of his 
securities Shall be identified and segregated separately. 

Note: The above plan would not apply to securities not of a “fungible” nature, 
such, for example, as callable bonds. Such securities would require separate 
identification and segregation, as heretofore. (See “Callable bonds” at .80 
below. ) 

.70 Segregation of excess margin securities——With respect to the segrega- 
tion of customers’ securities representing excess margin as required under rule 
402(a) [see. 2402], a member organization should segregate that portion of the 
stocks in a customer’s account having a market value in excess of 140 percent 
of the debit balance therein. The foregoing applies solely to a customer’s ac- 
count which contains only stocks. When a customer’s account contains bonds, 
the basis upon which the organization is borrowing or can borrow on such bonds 
should be taken into consideration in determining the amount of securities 
to be segregated. 

SO Callable bonds—Member organizations which have in their possession 
or under their control bonds of issues which are callable in part, whether held 
in safekeeping or otherwise, shall so identify each such bond that their records 
shall clearly show for whose account it is held. However, this ruling need 
not be followed in the case of bonds, interest upon which has not been paid 
for at least two interest periods. In the event there is any call, in part, of 
such bonds not so identified, the member organization shall not allocate any such 
called bonds to any account in which it or its partners or stockholders have 
an interest until all customers’ positions in such bonds have been satisfied. 

.90 Approval.—Any proposed system devised by a member organization for 
the segregation of customers’ securities in bulk which does not follow the exact 
procedure above described should be presented to the department of member 
firms for approval. 


Senator WinLiAMs. Our next witness is Mr. Edward T. McCormick, 
who is the president of the American Stock Exchange. Mr. Me- 
Cormick. 


STATEMENTS OF EDWARD T. McCORMICK, PRESIDENT; JAMES R. 
DYER, CHAIRMAN, BOARD OF GOVERNORS; AND MICHAEL E. 
MOONEY, GENERAL COUNSEL, AMERICAN STOCK EXCHANGE 


Mr. McCormick. Mr. Chairman. 

Senator Wiriiams. We are certainly happy to welcome you to this 
subcommittee, Mr. McCormick. 

Mr. McCormick. Thank you. 

Senator Wiiu1aMs. We will be pleased to have you give us your 
thoughts on the problems before us. 

Mr. McCormick. My name is Edward T. McCormick. I am presi- 
dent of the American Stock Exchange, New York City, N.Y., and a 
former Commissioner of the Securities and Exchange Commission. 
I am accompanied by James Dyer, chairman of our board of gover- 
nors, and Michael E. Mooney, our general counsel. 

42560—59—_—5 
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Tam thankful for this opportunity to appear before the subcommit- 
tee and present my views concerning 8. 1178 and S. 1179, introduced 
by Senator Robertson for himself and Senator Capehart. 

So far as may be practicable, I intend to direct my remarks to those 
areas of the proposed amendments with which my exchange is most 
closely concerned. 

Adverting first to S. 1178, the proposed amendment to the Securi- 
ties Act of 1933, we inte rpose no objection. 

So far as S. 1179 is concerned, I believe that by and large most of 
the proposed amendments are salutary. I have, however, serious ob- 
jection to three of the proposals. 

Section 6 of the bill as now drafted would eliminate the existing 
20-1 statutory ratio of aggregate indebtedness to net capital and sub- 
stitute a provision which would give the Commission general rule- 
making power “to provide safeguards with respect to ‘the financial 

responsibility of brokers and dealers.” The amendment is clearly ob- 
jectionable in its present form. 

So far as I know, the existing 20-1 ratio has operated with complete 

satisfaction for the past 25 years and no clear reason for a change has 
been provided. 

I have been advised, however, that the Commission has recently rec- 
ommended a modification of the proposed amendment, suggesting that 
there be added, at the end of section 6 of the bill, the words: 

Provided, however, that such rules and regulations shall not provide a ratio of 
aggregate indebtedness to net capital more restrictive than 20 to 1, 
As so amended, I have no objection to section 6 of the bill. 

Section 8(d) of the Securities Exchange Act of 1934 makes it un- 
lawful for any exchange member or and broker or dealer who does 
business through an exchange, “to lend account of any customer with- 
out the written consent of such customer.” 

The amendment proposed in section 7 of the bill would eliminate 
the written-consent provision and would prohibit not only lending but 
also borrowing and holding customers’ securities or any securities 
substituted therefore in contravention of rules adopted by the Com- 
mission. In support of this proposal the Commission states that the 
statute nowhere requires the segregation of customers’ fully paid se- 
curities or excess collateral. Apparently this i is the major thrust of 
the proposal, to give the Commission power to adopt rules and regu- 
lations governing this segregation of customers free securities and ex- 
cess collateral. 

My objection to the proposal is that so far as members of national 
securities exchanges are concerned, the proposed extension of author- 
ity is unnecessary and too broad. Exchanges now require, without 
any Commission prodding, that the fully paid for securities of cus- 
tomers must be physically set aside of segregated. The same segre- 
gation process applies to excess securities long in a customer’s margin 
account. 

To my knowledge the Commission has never indicated any objec- 
tion to the policy “of the exchanges in this regard and, so far as I 
know, it has been completely adequate for the protection of the cus- 
tomers concerned. The policy is and has been strictly enforced by 
the exchanges. Consequently, I fail to see any basis for an extension 





of C 
meml 

Th 
sion ¢ 
wouk 


secur 
Wi 
the b 
the a 
regul 
exist! 
out t 
well : 
Com! 
rules 
chan; 
years 
and 1 
sion 
deem 
as to 
se 
Com 
suit 
mati: 
miss! 
visio 
tant 
new 
Sine 
why 
32(c 
be r 
pena 
7 
you 


ques 
requ 
omn 
se 
pp. ¢ 
A 
Se 
Se 
Si 
rep! 
to t 
to yv 


Cou 


men 








NS... Q>_— 


SEC LEGISLATION 61 


of Commission authority in this respect with regard to exchange 
members. 

This small but potent amendment would not only give the Commis- 
sion sweeping authority over segregation of customers’ securities, but 
would even afford the authority to prohibit brokers from holding such 
securities at all. 

Within the framework of the proposal is also the power to regulate 
the borrowing and lending of customers’ securities. Section 8(c) of 
the act and the rules already adopted thereunder, contain specific 
regulations ees the pledging of customers’ securities, and the 
existing section 8(d) prohibits the loan of customers’ securities with- 
out the written consent of the customer. I believe that this field is 
well covered, at present, by existing regulations of the Congress, the 
Commission, and the exchanges—wh: at different or more ‘stringent 
rules may be contemplated by the Commission as applicable to ex- 
change members, I do not know. They do not say. If, after 25 
years’ experience with the statute, revision is needed in this area, We 
and the Congress should be afforded some ideas of what the Commis- 
sion has in mind. If no specific rules are in contemplation or are now 
deemed necessary as regards exchange members—then the authority 
as to them is not necessary and should not be gr: anted. 

Section 30 of the bill proposes a new section 32(c) under which the 
Commission would be authorized, in its discretion, to recover by civil 
suit. a $100-a-day forfeiture from any person who fails to file infor- 
mation, documents, or reports under the act or the rules of the Com- 
mission adopted thereunder. Unlike, strangely, the comparable pro- 
visions of section 32(b) which apply to failure to file equally impor- 
tant reports pursuant to an undertaking under 15(d) of the act, this 
new provision for forfeiture would not be in lieu of criminal penalty. 
Since the failure to file in each case is equally culpable, I see no reason 
why the detriment incurred should be greater in the proposed section 

82(c) than in section 32(b). The Commission should in each case 
be required to determine whether to proceed by way of criminal 
penalty or forfeiture. 

I have no further comment on the proposed legislation and I thank 
you again for hearing me. 

Senator Wituiams. We thank you very much, Mr. McCormick. 

Senator Bush ? 

Senator Busu. I have no questions. I would make the same re- 
quest I did of the former witness; namely, that the Commission be 
required to advise the committee of its comments on the specific rec- 
ommendations or actions recommended by Mr. McCormick. 

Senator Winiiams. We will ask the staff to do that, sir. (See 
pp. 47, 48, and 55.) 

Anything else ? 

Senator Bus. No, sir. 

Senator Witit1aMs. Senator Javits? 

Senator Javirs. Mr. McCormick, we are glad to welcome you in a 
representative capacity for all your colleagues who are so important 
to the life of New York. I would like to address the same request 
to you that I addressed to Mr. Gray on the part of the stock exchange. 
Could you le us have the affirmative suggestions, not only the com- 
ments on what the SEC proposes, but any affirm: ative suggestions for 
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changes in the securities law proposed by the American Stock Ex- 
change ¢ 

Mr. McCormick. Senator, that would be a simple matter, because, 
so far as concern the statutes, the proposals that have been made by 

the Commission and are now on the books, we have no objection, we 
want no deletions, we are requesting no deletions or additions. 

The only three points on which we do quarrel with the SEC are the 
three points I have brought out in my statement, and we would be 
very happy, Senator, to prepare specific language to cope with those 
three object ions. 

Senator Javirs. Also, as I suggested to Mr. Gray, could you let 
us have any recommendations you think might fall within our com- 
petence for facilitating or enlarging securities ownership on an in- 

vestment basis by the broad base of the people generally ? 

Mr. McCormick. Very definitely, sir. 

(The following was later received for the record :) 
AMERICAN STocK EXCHANGE, 
July 9, 1959. 
Hon. Harrison A. WILLIAMS, Jr., 
Subcommittee on Securities, 
Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

DeaR SENATOR WILLIAMS: During the course of the hearing on June 16, 1959, 
before your subcommittee, the question was raised whether any of the persons 
submitting statements before you had further suggestions for amendment of the 
Federal securities laws. 

I wish to note for the record at this time that your subcommittee should re 
consider prior proposals in previous sessions of the Congress, to amend the 
Securities Exchange Act of 1934, by a requirement that those large corporations 
with a significant amount of assets and a large body of stockholders, which do 
not at present have any of their securities listed on a national securities ex- 
change, should be made subject to the financial reporting and proxy require 
ments of the act to which listed corporations are subject. 

Such legislation would in my mind fill to an important extent what is now a 
glaring gap in the shareholder protective and information provisions of the 
Securities Exchange Act of 1934. 

Sincerely yours, 
Epwarp T. McCormick, President. 

Senator Javrrs. Thank you very much. 

Thank you, Mr. Chairman. 

Senator Wrirniams. One question, Mr. McCormick: I know you 
have expressed your concern to this committee on other occasions 
about the difficulties of small business in raising equity capital. I 
wonder if you feel that S. 1178, as it changes the present law, would 
have any effect on the opportunity of small business as to raising 
equity capital. 

Mr. McCormick. There are two important phases to that proposal: 
One, of course, is very helpful in that it increases the limit from 
$300,000 to $500.000. 

I think that would be very helpful. 

The other provision is the extension of liability to certain persons 
who make statements in the offering circulars who are not covered at 
the present time. I think it makes a lot of sense. I think the people 
who buy the small issues are entitled to the protection that is afforded 
in the full registration statement, and that is that they can sue the 
people directly responsible for misstatements. 

Senator Wiiitams. So you think it will have a beneficial effect. 
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Mr. McCormick. I think so; yes, sir. 

Senator Wi1ams. Thank you ever so much. We are grateful for 
your help on these problems. 

Our final witness this morning is Mr. Alexander Yearley IV, chair- 
man of the board of governors of the National Association of Secu- 
rities Dealers, Inc. 

We are pleased to have you with us this morning, Mr. Yearley. 

Mr. Yeartey. Thank you, sir. 

Senator Witiiams. Will you proceed ? 


STATEMENTS OF ALEXANDER YEARLEY IV, CHAIRMAN; JAMES G. 
DERN, MEMBER, BOARD OF GOVERNORS; WALLACE H. FULTON, 
EXECUTIVE DIRECTOR; AND MARC A. WHITE, COUNSEL, NA- 
TIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


Mr. Yrartey. Mr. Chairman and members of the committee, I am 
Alexander Yearley IV, and am serving this year as chairman of the 
board of governors of the National Association of Securities Dealers, 
Inc. Here with me today are James G. Dern, on my left, a member 
of the board of governors and chairman of the association’s legisla- 
tion committee; Wallace H. Fulton, at my extreme left, the executive 
director of the association; and Mare A. White, counsel for the asso- 
ciation, on my right. 

The Securities and Exchange Commission has requested legisla- 
tion on five of the acts which it administers and, at its request, vari- 
ous bills have been introduced, both in the Senate and in the House 
of Representatives. 

The comments of the association will be limited to those bills which 
involve the Securities Act of 1933 and the Securities Exchange Act 
of 1934. 

As a background for our comments, it might be well, however, to 
call the committee’s attention to a subcommittee reprint of the House 
of Representatives entitled, “History of National Association of Secu- 
rities Dealers, Inc., Its Activities, Membership Data, Sanctions Im- 
posed, Members Expelled, Financial Statements, Liaison, and Super- 
vision by SEC From 1936 to November 30, 1958.” This document 
gives the background and history of the association and statistics con- 
cerning the disciplinary work conducted by the association. 

A copy of that, as I understand, has been furnished to each member 
of the committee. 

Senator WittramMs. We have the copies. That document and the 
other material you have furnished us will be placed in the committee 
files. Thank you. 

Mr. Yeartry. In view of the association’s duties and interests, it 
naturally considers of vital concern any proposal for legislation relat- 
ing to the securities industry. 

We have given this committee and the Subcommittee on Commerce 
and Finance of the House memorandums which summarize the effect 
of each section of the bills on the Securities Act of 1933 and the Secu- 
rities Exchange Act of 1934. These memorandums also state the posi- 
tion of the association on the proposals and I would like to offer these 
for the record. 
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Senator Witt1ams. We will receive them for the record. They will 
appear at the conclusion of your remarks 

Mr. YEARLEY. Thank you, sir. 

With the permission of the chairman, I respectfully request that 
Mr. Dern read a statement on the Securities Act of 1953, then I will 
read general comments on the Securities Exchange Act of 1934 after 
which time any of us at this table will answer your questions to the 
best of our ability. 

Have I your permission ? 

Senator Winiiams. Very well. Do you want to proceed ? 

Mr. Dern. Mr. Chairman and members of the committee, as Mr. 
Yearley has told you, | am James G, Dern from Illinois, a member of 
the Board of Governors. I would like to comment on certain pro- 
posed amendments to the Securities Act of 1933. Many sections of 
the bill are not controversial; therefore, our comments will be limited 
to the sections in which the association is particularly interested. 

Section 3 of the bill would amend subsection (b) of section 3 and 
raise from $300,000 to $500,000 the size of an issue that may be ex- 
empted under regulation A. The association is in favor of this pro- 
posal. However, Congress should be aware that the imposition of 
additional liabilities or requirements, such as proposed later in the 
bill, might have the effect of limiting the use of the exemption. This 
proposal is presumably designed to make more funds available to 
smaller businesses and also to provide a more simplified procedure for 
those small issues than of the procedure required for a full registra- 
tion. 

The next section of interest is section 5 which would amend se eo 
12 of the 1933 act. The proposal to designate a section 12(a) “t 
eliminate a jurisdictional ambiguity” would give the Commission the 
power to act when the mails are used in connection with any phase of 
a securities transaction. This would appear to be constructive. 

The second amendment to section 12 broadens civil liabilities under 
this section by adding a new subsection (d) proposing a liability simi- 
lar to that now provided for use of a false prospectus, in the event 
there is a misleading statement or omission in any statement or docu- 
ment filed with the Commission in connection with any offering un- 
der regulation A. 

The right to sue created by this amendment would be available to 
any person who receives or is shown a copy of such statement or who 
relies directly or indirectly on such a statement. The liability to suit 
falls upon the issuer, upon any person who signed the statement or 
document, and upon any person who made the untrue statement or 
caused it to be made. Any of these per ‘sons, other than the issuer, can 
avoid liability by showing that he acted in good faith and d id not 
know about the untruth or omission on which the action is based. 

The new subsection would provide also that anyone liable to make 
payment under this new section may, unless primarily at fault, re- 
cover contribution from others who would have been liable if they 
were sued separately. 

This new subsection imposes a very substantial risk of new burdens 
on all persons who have any part in the preparation of offerings of 
securities under the several provisions for exemption, or in the offer- 
ing of such securities, and creates possibilities of complicated litiga- 
tion involving difficult questions of proof. 
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We believe that the language of section 12(b) should be limited to 
misstatements and omissions in the offering circular itself rather than 
having the section apply to “any statement or document filed with the 
Commission in connection with any offering * * *”; also, that the 
concept extending the right to recover to any person who receives or 
is shown a copy of a statement or document be eliminated. 

As’was mentioned above, with every new amendment applicable to 
regulation A, there is a possibility that the original purpose of the ex- 
emption will be lost. 

In view of the above questions and problems in connection with this 
proposed change, the association is opposed to its enactment. 

Section 7 of the bill would amend section 20(b) relating to injunc- 
tions in several respects. 

First, it would provide for an injunction when a person has en- 
gaged in violations of the act or has failed to comply with the act, or 
with rules or regulations issued under the act, or with orders of the 
Commission made under the act. 

This section’s proposed amendment, would authorize the courts to 
issue injunctions in cases where the violations or noncompliance had 
occurred long before. This may be read by courts as requiring some 
showing of the sort customarily required for an injunction that such 
things not only have happened i in the past but are likely to recur and 
need to be prevented by injunctions, but such interpretation is by no 
means certain from this proposed language. In some courts ‘this 
amendment might result in the granting of injunctions merely be- 

cause of a past violation even though there is need for the injunction 
to assure future compliance. 

Moreover, it is not clear to us whether the defendant can contest 
the validity of an order in a suit for injunction based on an alleged 
past failure to comply. Some orders of the Commission accomplish 
transitory results—like suspensions for a relatively brief period. 
Others may be accepted without contest because of economic pressures 
even though the person subject to the order is convinced the order is 
wrong and invalid. Ac quiescence in the order may be less burden- 
some than contesting it at the administrative level or through the 
courts in a direct proceeding to test its validity. 

If, thereafter, it is claimed that an order of the Commission was 
not complied with and an injunction is sought on the basis of the past 
failure to comply, ordinarily, the defense of invalidity of the order 
would be met by a claim that the defendant had failed to exhaust his 
administrative remedies by failing to contest the validity of the order 
directly. 

If the above is the case, then, consideration should be given to in- 
cluding in this section, if it should be enacted, a provision that would 
suspend the doctrine of exhaustion of administrative remedies in such 
cases, and permit the defendant to contest the validity of the order in 
the injunction proceedings. 

Section 10 would amend section 24 to add to the offenses subject to 
the criminal penalties specified in the section, the willful making of a 

material misstatement or omission in an applic ation, report or ‘docu- 
ment filed under the act. The present provision applies only to such 
statements made in a registration statement. This has the effect of 
extending both the criminal penalties and injunctive remedies pro- 
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vided by the act to cover material misstatements or omissions will-| 


fully made in offering circulars or other documents filed in connection} 
with an offering of securities under regulation A or other exemptive| 


provisions of the act, as well as in any other documents filed under | 
this act. 


One question which is raised by this proposal is just what the Com- 


mission means by a “report or document.” It is suggested that if 
words such as these are used with reference to filing under regulation 


A, the language be limited to the actual documents which are filed | 


pursuant to that regulation. The same general statements which 
were made above concerning the amendment to section 12 and the 
availability of regulation A apply to this proposed change. 


For these reasons, the association is opposed to the enactment of | 


this section in its present form. 

The objections to the sections designated above are made with the 
full realization of the Commission’s disclosure and enforcement prob- 
lems. However, it is believed that weighed against these problems 
are the problems of the industry unless specific evidence is presented 
as to the need to protect the public interest. We do not believe that 
the proposals we have commented on have been shown to be sufli- 
ciently necessary to protect the public to justify the additional re- 
quirements imposed and the problem of interpretation by issuers and 
their counsel and the always possible difference of interpretation 
among the members of the Commission’s staff itself. 


I thank the subcommittee for allowing me to be present and to 


make this statement and I now turn back to Mr. Yearley who has 
some comments on the Securities Exchange Act of 193 

Mr. Yrartey. Mr. Chairman. 

Senator WiiuiaMs. All right, proceed, Mr. Yearley. 

Mr. Yeartry. Mr. Chairman and members of the committee, I will 
follow the same procedure in this statement which Mr. Dern did in 
commenting on the Securities Act of 1933. The association will only 
cover those sections in which it has a particular interest or is taking 
a definite position. 

Section 6 would transfer to section 8(b) essentially the language 
of the a section 15(c)(3) which confers on the Commission 
broad power to prescribe rules to provide safeguards with respect 
to financial responsibility. 

As this section was originally introduced, the association was op- 
posed to its enactment due to the sweeping scope ef the power which 
would be conferred upon the Commission without adequate stand- 
ards to guide its exercise. 

However, on June 15, 1959, Mr. Philip A. Loomis, Jr., Director 
of the Division of Trading and Exchanges of the Securities and Ex- 
change Commission before the Subcommittee on Securities of the 
Committee on Banking and Currency of the U.S. Senate on S. 1179, 
86th Congress, stated: 


* * oe 


the Commission has concluded upon reconsideration, to add lan- 
guage at the end of section 6 of the bill to specify that the rules and regula- 


tions should not provide a ratio of aggregate indebtedness to net capital more 
restrictive than 20 to 1. 


In view of this modification, the association has no objection to 
the Commission’s proposal as it relates to this section. 
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Section 7 would amend subsection (d) of section 8 to make it un- 
lawful to borrow, lend, or hold customers’ securities in contravention 
of such rules as the Commission may prescribe. This would replace 
the present provision which prohibits lending of securities without 
the customer’s consent. 

Again applied here to the borrowing or lending of securities is a 
grant of practically unlimited power to govern by rule in any way 
the Commission sees fit. Sufficient experience must have been accumu- 
lated in dealing with this problem over the years to make it possible 
to draft practical standards to guide the preparation of the required 
rules. 

The association believes that in matters like this, the legislation 
should be enacted by Congress, not left to be enacted by the Commis- 
sion without some definite guides or standards. 

Section 10 would amend section 10(b) by adding a prohibition of 
the use of manipulative or deceptive devices in connection with any 
attempt to purchase or sell securities, as well as in connection with 
actual purchases or sales, which it now covers. 

This proposal appears to differ from an earlier proposal of the 
Commission to prohibit such devices in connection with any “pro- 
posed” purchase or sale to which substantial objection was expressed 
because of its breadth and indefiniteness. 

This amendment appears somewhat more definite, but not much 
less broad. Now that the rules issued under section 10(b) by the 
Commission have been the subject of extensive interpretation, it would 
seem that provision could be written that would codify the powers 
intended to be conferred in terms that would achieve the proposed ob- 
jectives without perpetuating this extraordinarily broad power of 
legislative action by the Commission. 

The association is opposed to the enactment of this section, in view 
of the above. 

Section 13 would amend section 15(b) to add to the present powers 
to deny or revoke the registration of a broker or dealer, authority to 
provide for a suspension for not more than 12 months. 

This specifically gives the Commission a desirable alternative to 
the more severe remedy of revocation. 

Section 13 would also add to the acts or situations that afford a basis 
for denial, revocation, or suspension of a broker’s or dealer’s registra- 
tion, various acts involving misconduct related to the securities busi- 
ness that are not now included among the grounds for revocation. 
None of these new grounds appear objectionable. 

Section 13 would also provide that the Commission may postpone 
the effectiveness of an application for a broker/dealer registration 
for not more than 90 days (instead of the present limit of 15 days) 
pending determination whether the application should be denied. It 
1S questionable whether a total of 120 days (30 plus 90) is not longer 
than is necessary for the Commission to reach a decision. 

Section 13 would also provide that after the Commission has com- 
menced denial proceedings, an application for registration may be 
withdrawn only with the consent of the Commission. This is said 
to be designed to avoid expense and inconvenience resulting from the 
withdrawal of application after proceedings have been commenced. 
It is less broad than a provision previously proposed that would have 
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subjected withdrawal of applications to conditions imposed by the 
Commission no matter when requested. 

Section 14 would amend section 15(c) (3) by substituting for the 
present provision (which the bill would transfer to section 8) a new 
provision prohibiting transactions by brokers or dealers in contra- 
vention of Commission rules governing when issued or when distrib- 
uted trading. 

This section extends the Commission authority to make rules gov- 
erning “when issued trading” in the over-the-counter markets. The 
association has rules governing “when issued” and “when distributed” 
contracts which are set forth in its Uniform Practice Code in section 
F of the association’s manual. These rules have been successful in 
regulating this trading for many years and there does not appear to 
be any cause for the Commission to write rules for the association. 

Section 15 would add a new section 15(c) (4) to provide specific 
authority for the Commission to suspend trading in the over-the- 
counter market in any security “if in its opinion the public interest 
and the protection of investors requires it” and would prohibit trading 
in any security so suspended. 

The Commission is asking for a broad grant of power in this sec- 
tion. However, the association would not be opposed to its enactment 
were it not for the last sentence, which would prohibit all trading 
in a security subject to suspension. Some change should be intro- 
duced to permit trading in a suspended security in cases where the 
Commission believes relief should be granted. 

(The following was received for the record :) 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
July 31, 1959 
Hon. Harrison A. WILLIAMS, 
Chairman, Subcommittee on Securities, U.S. Senate Committee on Banking and 
Currency, U.S. Senate, Washington, D.C. 


DEAR SENATOR WILLIAMS: The association testified before the Subcommittee 
on Securities of the Senate Committee on Banking and Currency on June 16, 
1959. At page 181 of the transcript of these hearings you asked the chairman 
of the association, Mr. Yearley, whether, in view of the comments at page 12 
of the association’s statements, any consideration had been given to suggestions 
as to specifics in section 15 of the bill. 

Our comments on section 15 of S. 1179 were as follows: 

“Section 15 would add a new section 15(c) (4) to provide specific authority 
for the Commission to suspend trading in the over-the-counter market in any 
security ‘if in its opinion the public interest and the protection of investors 
requires it’ and would prohibit trading in any security so suspended. 

“The Commission is asking for a broad grant of power in this section. How- 
ever, the association would not be opposed to its enactment were it not for the 
last sentence which would prohibit all trading in a security subject to suspen- 
sion. Some change should be introduced to permit trading in a suspended secu- 
rity in cases where the Commission believes relief should be granted.” 

After industry representatives were heard on various legislative proposals 
your committee recalled the Chairman of the Securities and Exchange Commis- 
sion before it on June 25, 1959. Based upon the statement quoted above, the 
Chairman made the following comment: 

“It has been suggested that the Commission be authorized, where appropriate, 
to exempt brokers and dealers from this prohibition. While the Commission does 
not now foresee circumstances where such exemption might be appropriate, we 
have no objection to having the authority to exempt by rules and regulations. 
I would like to offer for the record a memorandum discussing this matter.” 

In view of the Commission’s position in this regard, the objection of the asso- 
ciation on this section would appear to be met; that is, provided the present bill 
would be modified before enactment. 
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In connection with any modification, it is suggested that the last sentence of 


section 15 of the bill, which would amend subsection (c) of section 15 of the 


Securities Exchange Act of 1934, be expanded to include the following phrase: 
“* * * unless the Commission deems it necessary or appropriate in the public 
interest or for the protection of investors to make exemptions under this section 
by rule and regulation.” 
Very truly yours, 
Marc A. WHITE, Counsel. 

Section 16 would amend subsection 15A (b) (4) specifically to au- 
thorize the Commission, and any registered association of brokers or 
dealers or any registered exchange, to determine who was a cause of 
an action that results in denial or discontinuance of membership of 
a broker or a dealer. 

This amendment makes specific provision for a finding as to who 
was cause of the violation of the rules and so resolves an uncertainty 
created by the court decisions under the present law. This is a de- 
sirable amendment. 

Section 17 would amend subsection 15A (0) to provide specifically 
for review, by the Commission, of proceedings against a registered 
representative of a member under the NASD rules, or any other per- 
son associated with a member of a registered securities association. 
This makes it clear that such associated persons have full rights to re- 
view of disciplinary decisions by the association in the same manner 
as members. We are in favor of this amendment. 

Section 20 would amend section 19(a) (4) to provide specifically 
for successive 10-day suspensions of exchange trading in securities 

registered under the act, whereas the present section expressly au- 
thorizes only a 10-day suspension. As under the act in its present 
form, there would be no standards except the opinion of the Com- 
mission that the public interest requires suspension. The amendment 
does not appear to add significantly to the vast power already ac- 
corded the Commission by this section. It merely gives specific au- 
thority for what the Commission does presently. “Here, as elsewhere, 
the addition of standards more specific than the mere reference to the 
public interest would be desirable. 

Section 24 would amend section 21(e) to authorize the Commission 
to seek an injunction on the basis of past violations, as well as current 
or threatened ones. It would also add an authorization for injunc- 
tions based on past noncompliance with Commission orders and with 
undertakings of the sort provided for under section 15(d). 

The comments made in connection with the amendments proposed 
to section 20(b) of the 1933 act are applicable here. 

Section 30 would add a new section 32(c) that would impose a for- 
feiture penalty of $100 a day against a person who fails to file infor- 
mation, documents, or reports required to be filed under the act or by 
rules or regulations issued under it. This penalty is similar to the 
penalty now provided in section 32(b) for failure to file reports pur- 
suant to an undertaking in a registration statement as required under 
section 15(d) except that it is not in lieu of any applicable criminal 
penalty whereas the section 15(d) forfeiture takes the place of crim- 
inal penalties. 

It is suggested that if any such section as this is enacted, where 
possible, some system of notification by the Commission be addressed 
to the person required to file, of the fact that the filing has not been 
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made prior to the imposition of any penalties. Further, the report 
and documents to which this section would apply should be set forth 
so that the interested parties are aware of possible delinquencies and 
the sanctions for the same. The Commission should be required to 
show that the failure to file was intentional and not due to inad- 
vertence. Also, the Commission should be required, as it is under 
section 32(b), to elect between civil and criminal remedies. It is 
suggested also that the word “shall” in connection with the forfeiture 
to the United States be changed to “may” to cover legitimate cases of 
oversight. 

In general the association’s position both as to the Securities Act 
of 1933 and the Securities Exchange Act of 1934 amendments is that 
it is in favor of clarification, as well as technical and substantive 
changes of obvious merit. However, it believes that when the Com- 
mission is requesting changes in the laws where the burdens on the 
industry are not imposed: primarily to protect the public and, espe- 
cially, when the Commission in several instances as outlined above is 
given unlimited rulemaking power without any specific guides or 
standards, the association believes that in the interest of the public 
and the industry, such requests should not be granted. 

The association has its own rules of fair practice which govern the 
conduct of its members. These rules are as definite as they can pos- 
sibly be made and should there be necessity for change, the change 
is only made after a vote of the membership and after “submission of 
the change to the Securities and Exchange Commission which has 
the power to disapprove the proposal. In essence, then, the associa- 
tion’s members have a vote as to any changes in the rules under which 
they operate. Thus, in the case where the Commission is requesting 
broad rulemaking power, it is respectfuily submitted that the Com- 
mission should be required to more fully document the need for these 
powers and, if shown, then Congress can enact into law definite safe- 
guards and st: andards. F ailing this, the Commission’s request for 
certain sections of this legislation eee be denied. 

Certainly, this is true in light of the fact that the acts under 
question have been in effect approximateley 25 years and the public 
as well as the industry is entitled to something concrete and definite 
so that it becomes a question of interpretation of law as opposed to 
requesting interpretations from the personnel of the Securities and 
Exchange Commission. 

In conclusion, on behalf of the National Association of Securities 
Dealers, Inc., I want to express our appreciation for the opportunity 
this subcommittee has afforded us to be present today. 

Senator Winurams. Thank you, Mr. Yearley, and your assoc lates. 

It seems to me, gentlemen, you have examined a very sick patient 
and recommended some surgery that would kill him in a hurry. 
There are very few sections that haven’t gone under the scalpel, but 
let’s examine a little further. 

Senator Bush made a request in regard to the prior witnesses that 
their specific recommendations be submitted to the Commission for 
comment and he asked me to make the same request with respect to 
your suggestions. (See pp. 68 and 636.) 

Mr. Yrartey. The facts will be related. 

Senator Javrrs. I would also like to make the same request of you 
that I made of the other witnesses, first, for your permanent sugges- 
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tions for amendments of the securities laws, and, second, if there are 
any suggestions within our competence relating to the broader hold- 
ing of securities for investment by individuals. 

Mr. Yeartey. We shall be delighted to do so, Senator Javits. 

(The information requested had not been received at the time of 
going to press. ) 

Senator Javirs. I too wish to join in our comment that of the three 
witnesses this morning representing such important securities market- 
ing media, your presentation seems to be the most intensive analysis 
and critique with the largest number of objections to the recommen- 
dations made by the SEC. 

May I ask you this, therefore. Do you feel that the recommenda- 
tions of the SEC are espec ially directed at the unlisted field ? 

Mr. Yrarupy. I can only m: ake a ver y general statement there, sir, 
and i must say it would be really a personal opinion. I would say, 
“Yes.” But that isa personal opinion, 

Senator Javirs. What is really being sought is tighter regulation 
by the SEC, as the ‘y define tighter recul: ition, of the unlimited 
ties field; is that correct ? 

Mr. Yrarztey. | think that is a correct statement. 

Senator Javirs. Do you feel that this is brought on by any marked 
increase In securities frauds or defaleations or bankruptei ies? In 
other words, has there been any marked increase in that field, in your 
opinion, which requires remedial legislative action, a broad increase 
in the excesses or derelictions which we generally associate with the 
need for legislative reform / 

Mr. Yrearvey. May I have that directed to Mr. Wallace Fulton, 
the executive director of the association ? 

Senator Javirs. Certainly. 

Mr. Funron. To answer that question correctly would take quite 
along time. Undoubtedly, there has been some considerable increase 
in the incidence of fraud in the securities market, particularly in the 
operation of the so-called boiler houses. I think some of the pro- 
posals of the Commission, particularly those that we do not object to, 
will help in correcting some of that situation. 

In connection with insolvencies, I don’t think the record would 
show that there has been any considerable increase in the last 2 years 
over the preceding 2 years. 

I think that about answers you. 

Senator Javirs. When I was attorney general of the State of New 
York and had charge of the investigating of security frauds, I too 
had experience which confirms your “statement that there has been a 
material increase in securities fraud operations. Therefore, it is as a 
practical matter necessary that we consider what we can do in terms 
of legislation to help meet it on the Federal level. 

] found, however, when I was attorney general that the field of this 
fraud originated outside of the United States. Could you direct 
yourself specific ally to what the SEC has recommended which in your 
opinion might deal with and counter that kind of fraud ? 

Mr. Fuuron. I can find nothing specifically directed to counter that 
type of fraud. 


Senator Javirs. Do you people have a recommendation to deal with 
that situation ? 


securl- 
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Mr. Fuuron. No, we have not. 

Mr. Yearty. We have not at this time. We will be glad to attempt 
to make a recommendation to the committee. We have nothing at this 
time. 

(The information referred to had not been received at the time of 
going to press.) 

Senator Javirs. I would like to pay a tribute to our Canadian col- 
leagues in the securities regulation field in policing this business, 
They have cooperated in late years very closely with similar law en- 
forcement authorities in the United States. Nevertheless, if there is 
anything legislatively that we might do along that line, I as one 
Senator would certainly be interested, based upon my own experience. 

I think therefore it is a fair conclusion to state from what you 
gentlemen have said, and you are knowledgeable in the field, and borne 
out by my own experience, that there is a need for legislation to deal 
with a recurrence of securities frauds on a broad enough scale to war- 
rant new legislation. 

We can agree on that, can’t we? 

Mr. Yeartrey. My answer is “Yes,” sir. 

Senator Javirs. Thank you, Mr. Chairman. 

Senator WiL.LiAMs. Just one or two things, gentlemen: First, Mr. 
Yearley, I wonder if you could supply for the record a copy of your 
organization’s rules of fair practice. 

Mr. Yeartey. We will be de ‘lighted, sir. 

(The document referred to will be found in the files of the com- 
mittee. ) 

Senator Wiiu1aMs. Getting to some of the comments of Mr. Dern, 
vasn’t the purpose of the regulation A exemption to reduce the 
amount of information necessary to encourage issues of smaller or- 
ganizations, smaller issues ? 

Mr. Dern. That has always been my understanding, sir. 

Senator Witiiams. There is no suggestion that it was for the pur- 
pose of mi aking 1 it easier for a person to make a misstatement. 

Mr. Dern. No, sir. I don’t believe that would be true. It is more 
a question of expense and time. 

Senator WituiAms. And the proposals here only run to those liable 
for misstatements; isn’t that true, gentlemen ? 

Mr. Yeartey. That is correct. 

Mr. Dern. Yes, sir. 

Senator Witiiams. In your comments with reference to the suspen- 
sion of trading over the counter, the criticism is that it is conferring a 
broad power without specifics included in it; is that right? 

Mr. Yeartey. That is correct. 

Senator Witiiams. Do you have any suggestions in specific terms 
as to the limitations that should i put on this rulemaking power? 

Mr. Yrartey. I would like to ask Mr, White, our attorne y, if he has 
any suggested a on that. 

Mr. Wuirr. We haven’t given any thought to that, Senator, but we 
will be happy to apie some suggestions. 

Senator WruutaMs. I think we would appreciate hearing from you 
onthat. (See p. 68.) 

Senator Witirams. Gentlemen, we have no further questions and, if 
we can have the material requested, thank you very much for a very 
excellent review and thoughtful analysis of these two measures, 
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Mr. Yeartey. Thank you for your kindness in hearing us, sir. 
Mr. Dern. Thank you very much. 
(The memorandums referred to in Mr. Yearley’s statement follow :) 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
MEMORANDUM ON SEC LEGISLATIVE PROPOSALS 8S. 1178 AND H.R. 5001 


On February 26, 1959, at the request of the Securities and Exchange Commis- 
sion, Senator Robertson, of Virginia, and a member of the Subcommittee on 
Securities in the Senate, introduced 8. 1178, which contains 11 amendments to the 
Securities Act of 1933 proposed by the Securities and Exchange Commission. 
The same bill, H.R. 5001, was introduced in the House by Representative Harris. 

This memorandum will summarize the effect of these amendments. 

Section 1 would amend paragraph 5, section 2: “Definitions” to substitute the 
“Securities and Exchange Commission” for the original designation of the ‘“‘Fed- 
eral Trade Commission.” 

Section 2 would amend paragraph 6 of section 2 to eliminate the words 
“Alaska” and the “Philippine Islands’ "from the definition of the term “Terri- 
tory.” 

Section 3 would amend subsection (b) of section 3 to raise from $300,000 to 
$500,000 the size of an issue that may be exempted under rules and regulations 
of the Commission such as the present regulation A. The NASD and the secu- 
rities industry, generally, have been in favor of previous proposals to raise the 
amount of the exemption authorized by this provision. 

In its comments on this proposal, the Commission states that during the 85th 
Congress two bills were introduced which would have increased the civil liabili- 
ties under regulation A and made the requirements equivalent to a full regis- 
tration. The Commission has taken some of these suggestions into account in 
its proposed amendment to section 12(b) of the act discussed below. In its com- 
ments, the Commission goes on to state that, “It may be that Congress will give 
consideration to revising the civil liability provisions * * *.” As will be dis- 
cussed below, the imposition of additional liabilities or requirements under regu- 
lation A might have the effect of doing away with the exemption; hence, the in- 
crease from $300,000 to $500,000 might be meaningless. 

Section 4 would amend section 9(a) relating to “Court Review of Orders’ 
merely to substitute correct references to applicable provisions of the United 
States Code for the reason that there are present references to sections that 
have been repealed since the act was passed. 

Section 5 would amend section 12 relating to “Civil Liabilities in Connection 
With Prospectuses and Communications” in two substantial respects. 

First, it would designate the present section 12 as section 12(a) and would 
change the manner in which it refers to the use of the mails or of instruments 
of transportation or communication in interstate commerce. 

According to the Commission, the objective of this change is “to eliminate a 
jurisdictional ambiguity.” There has been a split in the courts on the question 
whether, in order to give rise to the section 12 (2) liability, it is necessary that 
the mails or interstate facilities must be used in making a misrepresentation, 
or whether it is sufficient that the mails or interstate facilities are used in de- 
livering the securities or in some other phase of the transaction. The amend- 
ment is intended to resolve this question in favor of the view that the use of the 
mails or interstate facilities in connection with any phase of the transaction is 
sufficient to create the civil liability provided by the section. 

This is said by the Commission to bring section 12 into conformity with the 
jurisdictional requirement of section 17(a). 

The second amendment to section 12 proposed to be made by section 5 of the 
bill would broaden the section 12 civil liabilities by adding a new subsection (d), 
imposing a liability similar to that now provided for use of a false prospectus, 
in case there is a misleading statement or omission in any statement or docu- 
ment filed with the Commission in connection with any offering of securities 
made under regulation A (or any other regulation hereafter issued under sec. 
3(b)) or in connection with any offering exempt under sec. 4 (which would 
include a private offering, an intrastate offering). 

The right to sue created by this amendment would be available to any person 
who receives, or is shown, a copy of such statement or who relies directly or in- 
directly on such a statement. 
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The liability to suit falls upon the issuer, upon any person who signed the 
statement or document, and upon any person who made the untrue statement 
or omission or caused it to be made. Any of these persons, other than the issuer, 
can avoid liability by showing that he acted in good faith and did not know 
about the untruth or omission on which the action is based. 

The new subsection would provide also that anyone liable to make payment 
under this new section may, unless primarily at fault, recover contribution from 
others who would have been liable if they were sued separately. 

This new subsection imposes a very substantial risk of new burdens on all 
persons who have any part in the preparation of offerings of securities under 
the several provisions for exemption, or in the offering of such securities, and 
creates possibilities of complicated litigation involving difficult questions of proof. 

Apparently the primary objective of this amendment is to extend the section 
12 civil liability to misleading material filed in connection with regulation A 
offerings and other offerings under the provisions for exemption. In attempt- 
ing to provide for that result the terms of this particular proposal generate many 
practical complications. 

For example, the remedy of suit is available not only to a person who re- 
ceives or is shown the statement but also to persons who, though they may 
never see it, rely upon it. It is understood that this is intended to include, for 
exalple, persons who rely upon oral statements made by salesmen who have 
seen the statement. This suggests the obvious possibility of suits being brought 
by persons who never, in fact, saw or heard of the statement or its contents 
before they bought the securities. 

If the issuer is the defendant there is no defense of lack of knowledge, even 
though some other person concerned with the preparation of the document was 
primarily responsible for the misstatement. It would be virtually impossible 
for the issuer to prove that the purchaser actually had no knowledge of the 
erroneous statement even if that were the fact. When the trouble with the 
Statement is an Omission, rather than an affirmative misstatement, the prob- 
lems of an effective defense by an innocent defendant might be almost insur- 
mountable. The complications and cost of the litigation that might result if 
contribution were sought by the unsuccessful initial defendant against others 
concerned with the preparation or filing of the statement would be likely to 
bring more tangible satisfaction to lawyers than to anyone more directly con- 
cerned. 

The Commission, in its justification of this proposal, has said merely that it 
believes this provision would furnish investors additional protection where 
securities are sold under the exemption provisions. Such protection is de- 
sirable where a purchaser of an unsatisfactory security sold under one of the 
exemptions actually saw and relied upon a statement concerning a material fact 
that was misleading, but it would appear that as the section is now written 
it goes far beyond what reasonable protection of investors requires. There is 
a distinct possibility that defending against an original suit or subsequent suits 
for contribution would impose burdens upon innocent persons with valid de 
fenses out of all proportion to the protection afforded investors. 

It is suggested that this language of section 12(b) as proposed by the Com- 
mission be limited to misstatements and omissions in the offering circular it- 
self rather than having the section apply to “any statement or document filed 
with the Commission in connection with any offering * * *”:; also that the con- 
cept extending the liability to any person who receives or is shown a copy of a 
statement or document be eliminated. 

As was mentioned above, with every new amendment applicable in regula- 
tion A, there is a possibility that the original purpose of the exemption will be 
lost. 

In view of the above questions and problems in connection with this proposed 
change, the association is opposed to its enactment. 

Section 6 would merely amend section 13 to bring its reference to other sec- 
tions of the act into conformity with the revised numbers of such sections 
that would result from the amendments proposed in this bill. 

Section 7 would amend section 20(b) relating to injunctions in several 
respects. 

First, it would provide for an injunction when a person has engaged in vio- 
lations of the act or has failed to comply with the act, or with rules or regula- 
tions issued under the act, or with orders of the Commission made under the act. 

This section’s proposed amendment would authorize the courts to issue injunc- 
tions in cases where the violations or noncompliance had occurred long before. 
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This may be read by courts as requiring some showing of the sort customarily 
required for an injunction that such things not only have happened in the past 
but are likely to recur and need to be prevented by injunctions, but such inter- 
pretation is by no means certain from this proposed language. In some courts 
this amendment might result in the granting of injunctions merely because of a 
past violation even though there is no need for the injunction to assure future 
compliance. 

Moreover, it is not clear whether the defendant can contest the validity of an 
order in a suit for injunction based on an alleged past failure to comply. Some 
orders of the Commission accomplish transitory results—like suspensions for a 
relatively brief period. Others may be accepted without contest because of eco- 
nomic pressures even though the person subject to the order is convinced the 
order is wrong and invalid. Acquiescence in the order may be less burdensome 
than contesting it at the administrative level or through the courts in a direct 
proceeding to test its validity. If, thereafter, it is claimed that the order was 
not complied with and an injunction is sought on the basis of the past failure to 
comply, ordinarily, the defense of invalidity of the order would be met by 2 
claim that the defendant had failed to exhaust his administrative remedies by 
failing to contest the validity of the order directly. Consideration should be 
given to including in this section, if it should be enacted, a provision that would 
suspend the doctrine of exhaustion of administrative remedies in such Cases, 
and permit the defendant to contest the validity of the order in the injunction 
proceeding. Further, the language of this section directs that the court “shall” 
grant the injunction or restraining order, which language is mandatory. 

In view of the above, the association is opposed to enactment of this section. 

Section 8 would repeal subsection (c) of section 20, which granted the courts 
jurisdiction to issue writs of mandamus commanding compliance with the act 
and orders under it. The writ of mandamus is no longer available under the 
Federal Rules of Civil Procedure. The same results can be achieved by an 
order of the court under subsection (b). 

Section 9 would merely amend subsection 22(a) to substitute references to 
present provisions of the United States Code for those now referred to in this 
subsection which have been repealed. 

Section 10 would amend section 24 to add to the offenses subject to the criminal 
penalties specified in the section, the willful making of a material misstatement 
or omission in an application, report or document filed under the act. The 
present provision applies only to such statements made in a registration state- 
ment. This has the effect of extending both the criminal penalties, and, in- 
junctive remedies provided by the act to cover material misstatements or 
omissions willfully made in offering circulars or other documents filed in con- 
nection with an offering of securities under regulation A or other exemptive 
provisions of the act, as well as in any other documents filed under this act. 

One question which is raised by this proposal is just what the Commission 
means by a “report or document.” It is suggested that if words such as these 
are used with reference to filing under regulation A, the language be limited 
to the exact documents which are filed pursuant to that regulation. The same 
general statements which were made above concerning the amendment to sec- 
tion 12 and the availability of regulation A apply to this proposed change. 

For these reasons the association is opposed to the enactment of this section. 

Section 11 would add to the act a new section 29, making it unlawful to do 
indirectly or through any other person acts which would be unlawful under 
the act if done directly. 

This new section would also make it unlawful to aid, abet, counsel, command, 
induce or procure violations by other persons. This provision is similar to sec- 
tion 20(b) of the 1934 act. 

The stated purpose of these amendments is to remove any doubts as to the 
Commission’s authority to enjoin or to punish persons who aid or abet viola- 
tions of the act as well as those who commit violations directly. 





NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
MEMORANDUM ON SEC LEGISLATIVE PROPOSALS, 8. 1179 AND H.R. 2480 


Senator Robertson for himself and Senator Capehart, at the request of the 
Securities and Exchange Commission, introduced S. 1179 to amend certain pro- 


visions of the Securities Exchange Act of 1934 as amended. A similar bill, 
42560—59 6 
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H.R. 2480, was introduced in the House of Representatives by Representative 
Harris. 

Section 1 would amend paragraph 3 of section 3(a) (which defines the term 
“member”) to include corporations and officers and directors of corporate mem- 
bers. This is designed to accommodate the definition to the present provision 
for corporate memberships, and to impose on officers and directors of corporate 
members the same standards and obligations as the act now imposes on partners 
of noncorporate member firms. 

Section 2 would strike out “Alaska” and the “Philippine Islands” from the 
definition of “State” in paragraph 16 of section 3(a). 

Section 8 would amend section 6(e) by extending to 90 days the time (now 
30 days) within which the Commission shall act on an application for registra- 
tion of a national securities exchange. 

This extension is said to be needed to accord the Commission more and 
presumably adequate time to consider such applications. It does not, however, 
give authority to delay action indefinitely us did an earlier Commission pro- 
posal for amendment of this section. 

Section 4 would amend section 7(¢c) to include registered brokers and dealers 
within the provisions of that section which makes unlawful the extension of 
credit to customers in contravention of rules and regulations issued by the Fed- 
eral Reserve Board. 

Section 5 would amend the introductory paragraph of section 8 to include 
registered brokers and dealers within the restrictions on borrowing imposed by 
section 8. 

Section 6 would transfer to section 8(b) essentially the language of the pres- 
ent section 15(¢c) (8) which confers on the Commission broad power to prescribe 
rules to provide safeguards with respect to financial responsibility and makes 
it unlawful to transact business to induce transactions in securities in contra- 
vention of such rules. 

As this section was originally introduced, the association was opposed to 
its enactment due to the sweeping scope of the power which would be conferred 
upon the Commission without adequate standards to guide its exercise. 

However, on June 38, 1959, the Chairman of the Securities and Exchange 
Commission appeared before the Subcommittee on Commerce and Finance of 
the Committee on Interstate and Foreign Commerce and in his statement 
(p. 53 of the transcript) said the following: 

“On reconsideration, we suggest adding to the amendment a provision that 
our rules would not provide for a ratio of agvregate indebtedness to net capital 
more restrictive than 20 to 1—the ratio now embodied in our rules. Under this 
modification the following language would be added at the end of section 6 of 
this bill: 

““Provided, however, That such rules and regulations shall not provide a 
ratio of aggregate indebtedness to net capital more restrictive than 20 to 1” 

In view of this modification, the association has no objection to the Com- 
mission’s proposal as it relates to this section. 

Section 7 would amend subsection (d) of section 8 to make it unlawful to 
borrow, lend or hold securities in contravention of such rules as the Commis- 
sion may prescribe to provide safeguards for securities carried for the account 
of customers. This would replace the present provision which prohibits lending 
of securities without the customer’s consent. 

Again applied here to the borrowing or lending of securities is a grant of 
practically unlimited power to govern by rule in any way the Commission sees 
fit. Sufficient experience must have been accumulated in dealing with this 
problem over the years to make it possible to draft practical standards to guide 
the preparation of the required rules. 

The association believes that in matters like this the legislation should be 
enacted by Congress, not left to be enacted by the Commission without some 
definite guides or standards. 

Section 8 would amend section 9(a) (which prohibits manipulation by matched 
orders), by eliminating the present requirement that the orders be of substan- 
tially the same size. The courts have limited the utility of this provision by a 
restrictive interpretation of this phrase. The amendment is designed to restore 
the practical effectiveness of the 9(a) prohibition of manipulation by matched 
orders. 

Section 9 would amend section 9(a) of the act to eliminate the requirement 
that, in order to establish manipulation, there must be a series of transactions 
creating an appearance of active trading or raising or depressing the price. It 
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would substitute “one or more” transactions as adequate to prove an illegal 
manipulation. This is consistent with the rules heretofore established by the 
Commission under section 10(b). 

Section 10 would amend section 10(b) by adding a prohibition of the use of 
manipulative or deceptive devices in connection with “any attempt” to purchase 
or sell securities, as well as in connection with actual purchases or sales, which 
it now covers. 

This proposal appears to differ from an earlier proposal of the Commission to 
prohibit such devices in connection with any “proposed” purchase or sale to 
which substantial objection was expressed because of its breadth and indefinite- 
ness. 

This amendment appears somewhat more definite, but not much less broad. 
Now that the rules issued under section 10(b) by the Commission have been 
the subject of extensive interpretation and application by the courts, it would 
seem that provision could be written that would codify the powers intended to be 
conferred in terms that would achieve the proposed objectives without perpet- 
uating this extraordinarily broad power of legislative action by the Commission. 

The association is opposed to the enactment of this section, in view of the 
above. 

Section 11 would amend section 11(d) to include any registered broker or 
dealer within its prohibition against extension of credit on newly issued secu- 
rities by persons participating in their distribution. This amendment would also 
eliminate the need to prove use of the mails or interstate commerce to establish 
a violation. 

Section 12 would amend section 14(b) to include registered brokers or dealers, 
in addition to exchange members and brokers or dealers who transact business 
through members, in the provision concerning the giving of proxies in respect of 
customer securities. 

Section 13 would amend section 15(b) to add to the present powers to deny 
or revoke the registration of a broker or dealer, authority to provide for a sus- 
pension for not more than 12 months. 

This specifically gives the Commission a desirable alternative to the more 
severe remedy of revocation. 

Section 138 would also add to the acts or situations that afford a basis for 
denial, revocation, or suspension of a broker’s or dealer’s registration, various 
acts involving misconduct related to the securities business that are not now 
included among the grounds for revocation. None of these new grounds appears 
objectionable. 

Section 138 would also provide that the Commission may postpone the effec- 
tiveness of an application for a broker dealer registration for not more than 90 
days (instead of the present limit of 15 days) pending a determination whether 
the application should be denied. 

This provision replaces one previously proposed by the Commission and 
strenuously opposed by representatives of the industry that would have pro- 
vided for an indefinite postponement pending final determination whether an 
application should be denied. It is questionable whether the total of 120 days 
is not longer than should be necessary for the Commission to reach a decision. 

Section 138 would also provide that after the Commission has commenced 
denial proceedings, an application for registration may be withdrawn only with 
the consent of the Commission. This is said to be designed to avoid expense 
and inconvenience resulting from the withdrawal of application after proceed- 
ings have been commenced. It is less broad than a provision previously pro- 
posed that would have subjected withdrawal of applications to conditions 
imposed by the Commission no matter when requested. The latter provision 
was strenuously objected to by representatives of the industry. There is still a 
question whether the occasional administrative inconvenience to the Commis- 
sion from capricious applicants that is advanced as the reason for this pro- 
vision justifies denial to all applicants the right of applicants to withdraw an 
upplication if they decide, belatedly, that they do not want to register. 

The association is opposed to the enactment of this section as it is presently 
written. 

Section 14 would amend section 15(c)(38) by substituting for the present 
provision (which the bill would transfer to sec. 8) a new provision prohibiting 
transactions by brokers or dealers in contravention of Commission rules govern- 
ing when issued or when distributed trading. 

This extends to the over-the-counter market the Commission’s powers to regu- 
late when issued and when distributed trading. 
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This section extends the commission authority to make rules governing “when 
issued trading” in the over-the-counter markets. The association is opposed to 
the enactment of this section for the reasons which will be set forth in considera- 
tion of the next following section of the bill. 

Section 15 would add a new section 15(c) (4) to provide specific authority for 
the Commission to suspend trading in the over-the-counter market in any se 
curity “if in its opinion the public interest and the protection of investors 
requires it” and would prohibit trading in any security so suspended. 

The breadth of the power conferred and the possibility of its abuse, as distin- 
guished from the probability, are obvious. 

Sections 14 and 15 give the Commission authority which presumably also 
means the power to require periodic reporting and other action by smaller local 
companies whose securities are traded in a limited area. The Commission pro- 
poses to assume the power to regulate the small local companies through con- 
trol of local markets without reference to the size of the companies involved, 
the extent of public interest by virtue of the number of securities holders, or 
without any limitations or safeguards. 

Therefore, we believe it is in the public interest for the association to oppose 
this extension of the Securities and Exchange Commission’s regulatory powers 
as it applies to the over-the-counter market. 

Section 16 would amend subsection 15A(b) (4) specifically to authorize the 
Commission, and any registered association of brokers or dealers or any regis- 
tered exchange to determine who was a cause of an action that results in 
denial or discontinuance of membership of a broker or a dealer. 

This amendment makes a specific provision for a finding as to who was the 
cause of the violation of the rules and so resolves an uncertainty created by 
the court decisions under the present law. This is probably a desirable 
amendment. 

Section 17 would amend subsection 15A(o0) to provide specifically for review, 
by the Commission, of proceedings against a registered representative of a 
member under the NASD rules, or any other person associated with a member 
of a registered securities association. This makes it clear that such associated 
persons have full rights to review of disciplinary decisions by the association 
in this same manner as members. 

Section 18 would amend section 19(a) (1) so as to authorize the Commission, 
after notice and hearing, to suspend, for up to 12 months, or withdraw, the reg- 
istration of a national securities exchange if it is found to be not so organized 
as to be able to comply with the act, or that its rules are not just and adequate 
to enforce fair dealing and to protect investors. 

This provision is comparable in terms of the provisions of section 6(d) 
which provides the standards for judging the adequacy of the rules of an 
exchange in considering whether to make its registration effective. The power 
is here extended to apply to revocation or suspension of a registration already 
established. This is broad and potentially devastating power and the stand- 
ards for its application are at best vague and indefinite. The objectives are 
doubtless sound, to assure that the organization and the rules of exchanges, 
once registered, continue to enable it to comply with the act and to enforce 
fair dealing and protect investors. But there is no indication of the intended 
means by which fair dealing and protection of investors is to be accomplished 
in order to avoid suspensions or withdrawal of the registration. The possibil- 
ity of capricious action, based on differences of opinion as to this, is apparent as 
in so many of the other amendments proposed. 

Section 19 would amend paragraph (2) of section 19(a) to authorize the 
Commission to suspend exchange trading in a security for a temporary period 
pending a determination whether the issuer had failed to comply with the act 
or rules issued under it. The proposed amendment provides for a hearing at 
the request of the issuer to determine whether the suspension should continue. 

This provision tends to shift to the issuer the burden of proving compliance 
with the act as the price of lifting the summary suspension of trading. The 
standard of noncompliance with the act is certainly more definite than that in 
section 19(a) (4) where trading.may be suspended merely on a determination 
that the public interest so requires. 

Section 20 would amend section 19(a) (4) to provide specifically for successive 
10-day suspensions of exchange trading in securities registered under the act, 
whereas the present section expressly authorizes only a 10-day suspension. As 
under the act in its present form, there would be no standards except the opinion 
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of the Commission that the public interest requires suspension. The amend- 
ment does not appear to add significantly to the vast power already accorded the 
Commission by this section. It merely gives specific authority for what the 
Commission does anyway. Here, as elsewhere, the addition of standards more 
specific than the mere reference to the public interest would be desirable. 

Section 21 would amend the caption of section 20 to refer to associated per- 
sons as well as controlling persons. 

Section 22 would amend the order of statement of section 20(b) and probably 
clarifies its prohibition against doing indirectly anything it would be unlawful 
under the act to do directly. It also makes it specifically unlawful for any 
person to aid, abet, counsel, induce or procure any violation of the act or rules 
under it. This would remove any question that may exist whether the Commis- 
sion’s powers and the right to injunction extend to persons who aid or abet 
violations of the act. 

Section 23 would amend section 21(a) relating to injunctions and prosecuting 
offenses by adding “is violating’ to the words “has violated or is about to vio- 
late’ in the designation of the bases for proceeding with an investigation. The 
apparent purpose is grammatical symmetry with section 21(e) as it would be 
amended. The effect is expressly to authorize investigation of current violations 
as Well as past or threatened ones. 

Section 24 would amend section 21(e) to authorize the Commission to seek 
an injunction on the basis of past violations as well as current or threatened 
ones. It would also add an authorization for injunctions based on past non- 
compliance with Commission orders and with undertakings of the sort provided 
for under section 15(d). 

The comments made in connection with the amendments proposed to section 
20(b) of the 1933 act are applicable here; questioning the propriety and de- 
sirability of authorizing injunctions for past violations or past noncompliance 
when no future violations are threatened and questioning whether, in a pro- 
ceeding for an injunction against noncompliance with an order of the Commis- 
sion, the right to contest the validity of the order should be expressly granted 
so that the defense that the order is invalid, would not be barred by a failure to 
exhaust administrative remedies when the order is first issued. 

For the reasons stated above and those set forth in its analysis of the Securi- 
ties Act of 1983 proposed changes to section 7 of S. 1178 (H.R. 5001), the asso- 
ciation is opposed to the enactment of this section. 

Section 25 would amend section 21(f) by eliminating the obsolete provision 
for writs of mandamus to enforce compliance with the act and substituting a 
new section that would authorize the court, in proceedings for injunction under 
section 21(e), to adjudge a broker or dealer a bankrupt if the court finds he 
cannot meet his debts as they mature. It provides for administration of the 
estate in the manner provided in the Bankruptcy Act. This section would seem 
to extend the Commission’s authority into an area which is more properly han- 
dled by the courts in tbe first instance upon application of a debtor or a creditor. 

The Commission’s reason for this suggested section is that any receivership 
created may be governed by State law rather than Federal law. The Commis- 
sion cites no instances where the problem has prevented it from carrying out its 
statutory duties. 

Sections 26 and 27 would merely change certain references in section 25(a) 
and section 27 to provisions of the United States Code so as to substitute the 
United States Code provisions now applicable for others that no longer apply. 

Section 28 would amend clause A of section 29(b) to change the present refer- 
ence to section 15(¢c) (3) to a reference to section 8(b) where the substance of 
the former 15(¢c)(8) would be found under the amendments proposed. 

Section 29 would redesignate section 32(c) as “32(d)” and would change 
the present reference to section 15(c) (3) to a reference to 8(b). 

Section 30 would add a new section 32(c) that would impose a forfeiture 
penalty of $100 a day against a person who fails to file information, documents, 
or reports required to be filed under the act or by rules or regulations issued under 
it. This penalty is similar to the penalty now provided in section 32(b) for 
failure to file reports pursuant to an undertaking in a registration statement as 
required under section 15(d) except that it is not in lieu of any applicable 
criminal penalty whereas the section 15(d) forfeiture takes the place of criminal 
penalties. 

It is suggested that if any such section as this is enacted, some system of 
notification by the Commission be addressed to the person required to file, of 
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the fact that the filing has not been made prior to the imposition of any penalties, 
Further, the report and documents to which this section would apply should be 
set forth so that the interested parties are aware of possible delinquencies and 
the sanctions for the same. Also, the Commission should be required, as it is 
under section 32(b), to elect between civil and criminal remedies. It is sug- 
gested also that the word “shall” in connection with the forfeiture to the 
United States be changed to “may” to cover legitimate cases of inadvertence or 
oversight. 

Section 31 would add a new section 35 making it a crime to steal, to con- 
vert, or to embezzle any money, funds, or securites entrusted to the care of 
any exchange member, any registered broker or dealer, or any broker or dealer 
who transacts a securities business through an exchange member, and subjecting 
any person who commits such a crime to the penalties provided by section 32 of 
the act. 


Senator Witt1AMs. The subcommittee will now stand in recess until 
10 o’clock tomorrow morning in this room. 

(Whereupon, at 11:50 a.m., the subcommittee recessed to reconvene 
at 10 a.m., June 17, 1959.) 
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WEDNESDAY, JUNE 17, 1959 


U.S. SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10:10 a.m., Senator Harrison A. Williams, Jr. 
(chairman of the subcommittee) presiding. 

Present: Senator Williams. 

Senator WiiuiaMs. The hearings will come to order, and we will 
resume our consideration of S. 1178 and 8. 1179 with testimony this 
morning, first, of the representative of the Midwest Stock Exe hange, 
Mr. Jess Halsted, counsel. 

Mr. Halsted, will you join us here at the table? 


STATEMENT OF JESS HALSTED, COUNSEL, MIDWEST STOCK 
EXCHANGE, CHICAGO, ILL. 


Mr. Hausrep. Mr. Chairman, my name is Jess Halsted. I appear 
for the Midwest Stock Exchange, Chicago, Ill., with which I have 
been connected either as an executive officer or as its counsel since 
1931, 

This statement is addressed to S. 1179, the bill to amend certain 
provisions of the Securities Exchange Act of 1934. These amend- 
ments proposed by the Securities and Exchange C ommission are the 
latest of recurring proposals to change the Securiti ies Exchange Act. 
I spent many days in 1934 listening to the hearings before the Senate 
and the House committees which preceded the enactment of the orig- 
inal Securities Exchange Act. I have been back here many times 
since to attend hearings on requests from the Commission to grant 
it more authority. 

If the committee will permit me, I should like to introduce my 
comment on the amendments proposed this year by mentioning some 
of my recollections as an on-the-spot observer in the 1930’s and fol- 
lowing years. 

When the Federal securities laws were passed the country was going 
through a great depression, brought on in part, but not exclusively, 
by excessive speculation. There was pressure on the Congress to 
pass some kind of a law and pass it quickly. There were then many 
controversial areas relating to the Securities Act of 1933 and to the 
Securities Exchange Act of 1934 where Congress stepped gingerly. 
The effect of regulatory legislation on our w hole economy was uncer- 
tain. The air was charged with emotion. 
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Confronted with many areas of doubt and yet convinced of a neces- 
sity for Federal Government regulation, the Congress created the 
ne urities and Exchange Commission by the 1934 act. (The Secu- 

ities Act of 1933 enacted the preceding year was, until July 1, 19 
pa aehtead by the Federal Trade Commission.) Lack of time oan 
a lack of experience, of which it was well aware, if I may say so, caused 
Congress to postpone precise legislation in many areas. The formula 
employed was to describe in broad terms some phase which Congress 
wanted regulated and then recite in the related section of the law that 
it was unlawful to do thus and so— 


in contravention of such rules and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest or for the protection of 
investors. 

These words occur again and again in the 1934 act. Congress used 
them asa formula for quick solution. The formula m: aking unlawful 
1 generally described situation if in contravention of such rules and 
regulations as may be prescribed by the Commission (or substantially 
the equivalent language) appears 20 times in the Securities Exchange 
Act of 1934 as it stands today. The same phraseology appears five 
times this year in S. 1179 

Twenty-five years have el: apsed since 1934. The Commission has 
had 25 years of experience. It should know by now specifically what, 
if any, additional statutory grant of authority it needs. Yet, in the 
current bill the Commission proposes to Congress in sections 6, 7, 10, 
12, and 14 that Congress issue it the same old blank check. The 
Commission proposes in five sections to deal with fundamental phases 
of our economy by merely inviting C ongress, after 25 years, to give it 
more open-end authority. The Commission proposals say in “effect 
to this committee: “Give the SEC more power and leave the rest to 
us.” I believe, as I am sure the committee members do, in a govern- 
ment of law and not of men. 

There is nothing personal about my criticism of the Commission’s 
proposals. In the 25-year period of its existence the Securities and 
Exchange Commission has had many changes in personnel. In 1953, 
just after the Eisenhower administration took office, three new Com- 
missioners were appointed; two old Commissioners held over. 'To- 
day, none of these five Commissioners is still in office. Among the in- 
cumbent SEC Commissioners, the senior member in length of service, 
Mr. Orrick, became a Commissioner on May 25, 1955. The turnover 
among Commissioners and chairmen has been rapid. In the 25 years 
[ have known the Commission, it has had at least 12 chairmen, or an 
average of a new one about every 2 years. And may I say that that 
is not because of any principle of rotation of the c hairmanship. Who 
knows what the composition of the Commission will be in 1965 or even 
in 1960. 

The Commissioners stand in the public view. They are appointed 
by the President and have to be confirmed by the Senate. They are 
publicly accountable for their words and ‘their deeds. However, 
when Congress grants authority to any commission or agency, it can- 
not forget. that behind every commission or agency there is a staff 
accountable only to the ever-changing commission. In course of time 
the staffs of most agencies acquire a sort of vested continuity. This 
follows naturally from civil service tenure and from longer experience 
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than the appointed commissioners enjoy. There are students of gov- 
ernment who believe some Government commissions are run more by 
staff members than by the appointed commissioners. I do not believe 
this to be true in the case of the present Securities and Exchange 
Commission. I wish merely to suggest to this committee that if the 
democratic process is to work suce essfully, Congress cannot afford to 
write blank checks to any administrative agency. 

Now I should like to discuss specifically “but. briefly a few of the 
amendments proposed in 8S. 1179: 

First, section 6 of S. 1179, as introduced, proposes to amend section 
8 of the 1934 act by eliminating the requirement in the present statute 
that a broker’s aggregate indebtedness shall not exceed 20 times his 
net capital and by substituting therefor the words— 
in contravention of such rules and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest or for the protection of inves- 
tors to provide safeguards with respect to securities carried for the accounts of 
customers. 


» 


On June 3, 1959, the Chairman of the Commission testified before 
the subcommittee of the House Committee on Interstate and Foreign 
Commerce that the Commission had reconsidered the elimination of 
the specified 20-to-1 ratio. A clause is to be added containing the 
proviso that such rules and regulations shall not provide a ratio of 
aggregate indebtedness to net capital more restrictive than 20-to-1. 
Then he went on to say at the bottom of page 48 of his prepared state- 
ment to the House subcommittee : 

These provisions would not in any manner limit our existing authority to 
define the terms “aggregate indebtedness,” or “net capital’ or any other relevant 
terms, or to modify such definitions when necessary. 

If I understand the Chairman’s formal statement correctly, that 
is saying that the statutory proviso would not impede the Commis- 
sion; the effect of the statutory ratio can be regulated by merely 
redefining the norms, that is, “aggregate indebtedness” or “net 
capital,” or for that matter “any other relevant terms” to suit the 
Commission. Does this committee want to recommend to the Senate 
the enactment of suk ‘ha loose statutory stan di ard ¢ 

Second, section 7 of S. 1179 prepuce to ch ange the simple prov ision 
of exi: ting section 8(d) of the 1 934 act, which provi des that it is 
unlawful to lend a customer's securities without his written consent 
by substituting the Commission’s surgestion of a blank-check author- 
ity to make any kind of a rule or regulation in this field. If any 
amendment of section | 8(d) is made, it should be explicit. 

T Third, section 15 of S. 1179 deals with a practical problem of what 
to do in the over-the-counter market when a sec urity has been sus- 
pended from trading on a national securities exchange. The Com- 
mission proposes to ‘amend subsection (c) of section 15 of the 1934 
act to enable it to suspend trading the security in the over-the-counter 
market as well. We believe the Commission should have this au- 
thority. If for any reason a security is suspended from trading on 
a national securities exchange, it ought not to be traded elsewhere. 
We understand that there are sections of the securities industry which 
do not agree with us on this. 

Next, section 19 of S. 1179 proposes to amend subsection (a) of 
section 19 of the 1934 act to give the Commission more latitude in 
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dealing with temporary suspensions of trading in a particular secu- 
rity. ‘Under paragraph 2 of subsection (a) of section 19 of the 1934 
act the Commission may suspend the security’s right to trade for 
not to exceed 12 months, or it may withdraw the registration of a 
security from trading on an exchange if the Commission finds, after 
hearing, that the issuer of such security has failed to comply with 
the 1934 act or the rules and regulations thereunder. By the pro- 
posed amendment the Commission wants authority to suspend trading 
in the security even though it retains its registered status. We see 
no objection to this proposal. 

Next, section 20 of S. 1179 seeks to give the Commission authority 
to suspend trading for more than 10 days in any security on an: tional 
securities exchange as now prov ided in paragraph (4) of subsection 
(a) of section 19 of the 1934 act. The Commission admits some 
doubt as to its statutory authority to employ the rollover process of 
successive 10-day suspension periods which it now uses. ‘The Com- 
mission’s objective is proper and should be satisfied. We suggest, 
however, that it be done more precisely than the present proposal 
contemplates. The Commission should have a reasonable time—say 
30, 60, or 90 days—to make investigations, and to keep trading under 
suspension during such reasonable period. ‘There comes a time, how- 
ever, when all interested parties are entitled to a decision. The time 
within which the Commission must take a position should be fixed by 
statute. 

Next, in section 20 of S. 1179 authority is also sought summarily to 
suspend all trading on a national securities exch: inge for one or more 
periods, no one of which shall exceed 90 d: avs. This proposal, as is 
the case under existing law, is conditioned upon such suspension being 
made with the approval of the President. We believe that only the 
President. should have authority to close a national securities ex- 
change. Stock exchanges are an integral part of our complicated 
general economy. ‘The present law limits such closing by the Presi- 
dent to a period not exceeding 90 days. The rollover principle advo- 
cated by the Commission should not be applied to the complete closing 
of an exchange. As a practical matter, in the event of a national 
emergency the President would probably act anyway, not under any 
of the securities acts, but under a general national emergency act. 
We see no necessity for changing the existing provision. 

I have one more section I would like to comment on. Section 30 
of S. 1179 proposes a money forfeiture of $100 for each and every day 
of failure to file a required document or report. There is no reason 
why the st: — should not provide for sanctions to see that a willful 
violator of \ reporting provision suffers a penalty. However, the 
provision as “written, even though it provides for rule and regulation 
and extension of time by the Commission, is too broad. In 25 years 
only one Goldfine case has come to light. 

The 1934 act requires many kinds of reports. In some cases the 
law and the rules of the Commission are not so clear that men may not 
honestly differ as to whether a certain report is or is not required. 
There are also some innocent and inadvertent delinquencies and omis- 
sions of report filmgs. Probably the most frequent example is among 
busy officers and directors of cor porations who fail to file their form 4 
change-of-ownership reports on time. They ought not to overlook 
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this obligation, but they sometimes do unintentionally. The general 
idea of the amendment is good, but it should provide for forfeiture 
only after notice and a re sasonable time within which to make good 
the default. One hundred dollars per day in case of an innocent mis- 
take can accumulate to a sum beyond what the penalty for infraction 
ought to be. 

In a question yesterday addressed to Mr. Gray of the New York 
Stock Exchange, I think one of the members of the committee asked 
for his idea what the ceiling on the sanction should be, and he men- 
tioned $5,000. Persons Wy—and I think my exchange would feel the 
same way—that is too high for certain types of reports. 

There are three eeneral categories of reports that are called for to 
the Commission. The exchanges report by filing amendments to 
their registration as national securities exchange. I was secretary of 
what was then the Chicago Stock Exchange. When I left there in 
1938 to go back to general practice of law and continued only as coun- 
sel for the exchange, we had filed, I think, something like 137 amend- 
ments to that. Every time we changed our rules or address, and so 
forth and soon. It isa routine thing. It has reached a point where 
these amendments are not even submitted to me as counsel any more. 
[ would hate to state on oath that there has never been an omission of 
a necessary amendment. I hope not, but the volume is such that there 
may have been. 

The ‘n in the reports of corporations, form 10K and form 8K, some- 
times it is not clear whether an 8K is required. Good legal opinion 
can differ on that. Sometimes there is a delinquency. 

Senator Witi1ams. What is form 8K? 

Mr. Hatsrep. That is the report which supplements a registration 
statement and makes current information on a more frequent basis 
than annually. Form 10K is the annual report filed by every regis- 
tered corporation after the close of its fiscal year. Form 8K is a sup- 
plemental, continuing report of major events. What isa major event 
is open to quest ion in m: uny cases. 

Then there is the third category of report which is called for not 
from stock exchanges nor listed cor porations; it is called for from in- 
dividuals. A typical example of that is this form 4 report which has 
to be filed by officers and directors when they buy or sell stock. It is 
a report on which an officer, director, or a 10-pere ent owner should not 
be Se eT, but sometimes he is, for reasons beyond his control. 

All I am suggesting here is an opportunity for an individual who 
has not. filed to report to know that he has failed, be called upon to 
report, and if in the event of a refusal or if he has at issue a question 
of law, an opportunity to settle it without a running fine of $100 a 
day, 

In closing I should like to point out that the position taken in the 
statement just made to this committee is not new, nor is it a surprise 
to the Securities and Exchange Commission. I quote two para- 
graphs from a letter which I wrote Thomas G. Meeker, General 
Counsel for the Commission, on June 21, 1957, as follows ~ that is 2 
years ago: 

In his opening remarks at the public conference with the full Commission on 
April 1, 1957, the Chairman— 
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that is the Chairman of the Commission, who was not Mr. Gadsby 
but his predecessor— 

opened the meeting with a welcoming speech, and in the course of that speech 
he stated the importance of a government of laws and not of men. In my 
opinion the treatment accorded the “in contravention formula” is the essence of 
preserving a government of laws in the field of securities regulation. 

Permit me to reiterate in summary what your records will show I have said 
at each of the three conferences I attended earlier this year: The “in contraven- 
tion formula” was devised at a time when Federal regulation of securities ex- 
changes and brokers and dealers was a de novo matter. The Securities 
Exchange Act of 1934 was enacted under the pressure of the times and Congress 
had neither time nor the experience to spell out in the statute the various 
ways and means of regulation. Consequently, in many phases of regulation 
Congress wrote a blank check to the Commission. This urgency does not exist 
today. After 20 years— 
bear in mind that was 2 years ago and I was speaking in round 
figures— 


of experience, the Commission should know specifically what further authority 
and power, if any, it needs. It should seek such authority and power from 
the Congress by detailed and documented presentation to the Congress. The 
Commission should ask for specified powers, not broad grants of authority. 
The power to make laws resides in the Congress and not in any agency of the 
Government. 

Mr. Chairman, that concludes my prepared statement which was 
written in Chicago last week. I have been in attendance at the ses- 
sions of this subcommittee beginning with Monday morning. I was 
here Monday, I was here yesterday. It was obvious in the statements 
made by the representatives of the New York Stock Exchange, the 
American Stock Exchange, and the National Association ef Secur “ities 
Dealers, all of them men experienced in the business, men who have 
had years of dealing with governmental agencies, particularly the Se- 
curities and Exchange Commission, that they are concerned, as I am, 
about the grant of broad authority with an opportunity to make rules 
and regulations without any sti indard other than what is in the public 
interest or for the protection of investors. 

I speak only for myself. I don’t speak for the others. But that 
concern develops not out of collaboration. The two statements made 
by the New York exchanges—I presume they were written in New 
York— though | delivered by executive officers, were probably written 
by their counsel, Mr. Rosenberry, Mr. E therington, and Mr. Mooney. 
The same thing is true of the National Association of Securities Deal- 
ers. Mr. White is their counsel. 

I have sat in many conferences with the Securities and Exchange 
Commission staff_—in some instances Commissioners have joined us— 
in a discussion of changes, amendments that should be made. These 
conferences and discussions have gone on over the years; they are 
not a new thing, they are almost biennial. The arrival of every new 
Congress usually sets in motion something of this sort. 

That is the w ay it should be done, in my opinion. There should be 
discussion. It is proper. It is one of the w: ays in which law is made. 
We get to know each other very well. These discussions are princi- 
pally among the lawyers. There is frankness, there is respect for 
other people's opinion, there are honest differences of opinion. 

I have spoken, as have the other representatives, on this theme of 
a government of law and not of men. I have no doubt that the Se- 
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curities and Exchange Commissioners and their staff members believe 
as do. The present chairman of the C ommission and I were taught 
by the same law teachers. He comes from the State of Massac husetts. 
The Commonwealth has seen fit to write into its constitution—one of 
the few States—this simple statement of something that is basic to 
our existence as a Nation. 

Rece mntly the chairman officially stated his belief in this principle. 
If the committee will indulge me just a minute, I would like to quote 
from the May 1, 1959, issue of the Securities and Exchange Commis- 
sion News Digest, which is a docket or a summary that goes out daily 
to a mailing list of registered dealers, lawyers, and so on. 

Chairman Edward N. Gadsby of the Securities and Exchange Commission 
has issued the following statement to all members of the Commission’s staff in 
connection with the second national observance on May 1 of Law Day, U.S.A. 

This is the statement: 

“President Eisenhower has issued an official proclamation designating today 
as Law Day, U.S.A. In his proclamation the President has referred to this 
second national observance of Law Day as a day of national dedication to the 
principle of government under laws” 


well said, Mr. President— 


“and said it would afford an opportunity to better understand and appreciate 
the manifold virtues of such a government and to focus the attention of the 
world on them.” 


Mr. Gadsby continuing: 


“Throughout our country today members of the judiciary and bar are gathered 
in courts and public meetings to reaffirm our dedication to the fundamental 
mission of the law to safeguard the dignity of the individual. Some members 
of the Commission’s staff are in attendance at various of these ceremonies and 
activities held in recognition of the role of law in the lives of all Americans. 
It is well for all of us to pause and recognize our responsibility to preserve the 
philosophy of our law which affords to each citizen maximum freedom of 
thought and action consistent with the rights and privileges of others.” 

One more paragraph: 

“We at the Commission, members and staff alike, engaged in the adminis- 
tration of the Federal securities laws, are ever epee sth of our duty in so 
doing to foster the development and expansion of our free securities markets. 
On this second Law Day, U.S.A., we pledge ourselves to continue to observe 
the fundamental principles of liberty, justice, and equality under the law which 
has made our democratic institutions an inspiration throughout the world. 
The Commission and its staff is happy to join with the American Bar Associa- 
tion, the Federal Bar Association, civic groups throughout the United States, 
the bench and the bar and all citizens who have contributed to this second 
observance of Law Day, U.S.A.” 

That is a truthful statement. I know Mr. Gadsby; he meant it. I 
don’t doubt that every one of the Commissioners—I would say all the 
members of the staff that I know, and I have known some of them for 
years—feel that; they believe it; they are as convinced of it as I am. 
But it is a fi acy or a frailty of human nature to take for granted 
some of the most precious things that we have. Persons and institu- 
tions that we take for granted die and are gone. The Commission has 
ho intention—they are men of good intention, they are honorable men 
so are their staff members—of engaging in the’ government of men 
consciously. But this principle, this scheme that is imbedded in our 
constitutional history is man’s protection against himself. I confess 
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that were La Commissioner, were I associated with the Commission— 
parenthetically, I say in years past there have been times when the 
suggestion has come to me that I might function in that capacity—I 
would, I am sure, intent upon re: aching the goal of what I considered 
my responsibility, an object to be attained, proceed with all the vigor 
and intensity that I could muster. It is in times such as those—and I 
am just an average person, no different than anybody else—that this 
principle which has been invoked and made a part of the government 
under which we live, comes into play and protects us against ourselves. 

What I have said about individual sections is of little importance. 
That is a matter of detail. This, at most, is a stick-pointing job and 
not a shoring up of any wall that is going to fall in if no legislation is 
enacted. But it is fundamental in my opinion, and for the preserva- 
tion of the government that we know, Congress and Congress alone 
must make thelaw. You are elected representatives; you are account- 
able tous. You stand for election; we express ourselves through you. 

Thank you, Mr. Chairman. 

Senator Witu1ams. We certainly thank you, Mr. Halsted. I know 
the subcommittee, in fact, the entire Senate, is fortunate to have you 
here and have the benefit of your long experience in this field. If we 
had more time, it would be good to go into more of the history that you 
are familiar with that created the need for the Securities and Ex- 
change Commission and the two pieces of legislation we are dealing 
with here. 

[I was interested in your statement of the history of the enaciinent in 
the early thirties that there was pressure on Congress to pass some kind 
of a law and pass it quickly. Iam sure that is true. 

Mr. Hatsrep. Yes. 

Senator WiiiiaMs. It seems interesting to me that notwithstanding 
that, which is a fact, I am sure, there have been relatively few changes 
inthelaw. Is that not true? 

Mr. Hatsrep. Very few. There have been many changes discussed, 
few enacted. 

Senator Witurams. I wonder if we can draw from that the conclu- 
sion that by and large the Commission has not abused the broad grant 
of rulemaking authority / 

Mr. Harsrep. I don’t think the Commission has indulged in any 
abuses of authority or power. I just object to the vehicle of future 
abuses being created. 

Senator WimxtaMs. I have no authority for this, but there seems to 
be, as we think back, a lack of controversy about the SEC, which sug- 
gests, perhaps, restraint not only of the SEC, but in the marketplace, 
too. We have limited complaints about them. 

Mr. Hatstep. There is good reason for that. The SEC, when 
created, had outstanding personnel. 

Senator Witi1ams. Who were the authors, basically, of the origi- 
nal act? 

Mr. Hatsrep. Joseph Kennedy was the first chairman. Jim 
Landis and George Matthews, who had administered the 1933 act, 

‘ame over from the Federal Trade Commission. President Roosevelt 
had appointed them Federal Trade Commissioners, and they func- 
tioned under the 1933 act until this separate body was created. Judge 
Haley, who had been General Counsel to the Federal Trade Com- 
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mission, joined the Commission. Ferdinand Pecora, later a judge 
in New York and who had been counsel to the Senate Committee on 
Banking and Currency in its investigation of securities markets, was 
one of the first Commissioners. 

The personnel, with few exceptions, has always been outstanding. 
They are good men who try to do a good job. T have no complaint 
with them, but government is an ever-changing thing. That is why 
we must have a government of laws and not of men. 

Senator Wituiams. You have dealt with the 10-day suspension of 
trading in securities, and suggested that there should be a terminal 
date on the rollover of those 10-day suspensions. You have sug- 
gested 30, 60, or 90 days. You just want a terminus? 

Mr. Hatsrep. It doesn’t make any difference if it is 120, but it 
should be definite. 

Senator Witi1mMs. The Commission has been using this rollover 
method of suspension for years. 

Mr. Hatsrep. When I say “for years,” I mean not only as a general 
practice, but in a specific instance. 

Senator Witi1ams. Have there been any abuses of this authority 

r power that they have exercised in your opinion, or do you know? 

"ie Hatsrep. Oh, I wouldn’t label it an abuse. I would say that 
after the lapse of a long period of time, interest wanes on the part 
of both the prosecutor and the prosecuted. Rights are not asserted 
as vigorously as they were when the conflict first arises. 

Senator WiiuiaMs. There are just two or three other things that I 
would like to touch on. You made a statement in connection with 
the reports that I find myself in general agreement with. The hard- 
ship that suggests itself in this broad, $100-a-day fining opportunity. 
I asked the Commission about the requirement of notice, per haps, and 
their reply was that on many of these reports they cannot give notice 
that they are putting an individual under penalty or fine, because they 
do not know the re port has not been filed. For example, in a change 
of ownership there is no way that they can know that a director has 
changed his share holdings. 

Mr. Hausrep. There is a dilemma there. 

Mr. Gray’s sti atement yesterday suggested four or five possibilities. 
There isn’t any magic in any partic ular one. Certainly there comes a 
time when the Commission knows that there has been a violation, or 
there wouldn't be any assertion of the penalty. 

Senator Witu1AMs. Sometimes it comes out in newspapers, out of 
a trial in Boston, for example. 

Mr. Hausrep. That is right. All I am advocating there is some- 
thing other than unlimited authority. I share Mr. Rosenberry’s— 
and this is from experience—statement to this committee yesterday on 
the word “willful.” “Willful” isn’t the answer, because through 
usage and precedent, “willful” means knowledge and not intentional 
wrong under securities laws. 

Senator Winii1ams. And in connection with the authority that is 
asked to allow trading in a security that is suspended from an ex- 
change, in other words, over-the-counter trading of the suspended 
security, you say absolutely no, is that right? This should not be 
allowed 2 

Mr. Hausrep. The trading should not be allowed. 
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Senator WitxiAMs. Yes. 

Mr. Hatsrep. I feel that the Commission is right on that. There 
is disagreement in the industry. I think the Commission is right. 
If there is a defect or fault, something wrong with a security, it ought 
not be traded over the counter or on an exchange until a determina- 
tion is made that it is or it isn’t. 

Senator Wiiutriams. Just one further thing, Mr. Halsted. Your 
exchange, I imagine, has rules dealing with the borrowing and lend- 
ing of securities ¢ 

Mr. Hausrep. Yes, sir, and segregation, free credit balances, and so 
on. 

Senator Wiitrams. Are they identical with the other exchanges we 
have heard, or have you not compared them ? 

Mr. Haxsrep. I have not made a comparison in recent years, but I 
would say if not identical, substantially so with the New Y ork rules. 

Senator Winniams. We have asked the others to submit, if they 
would, their rules. Would you submit yours? 

Mr. Harsrep. We will send you all our rules. 

(The document referred to will be found in the files of the com- 
mittee.) 

Senator Witxrams. All right. Just one or two other ideas here. 
In connection with the proposed amendments to section 8 relating to 
the financial status of brokers and dealers and the amendments relat- 
ing to lending, borrowing and holding customers’ securities, is it your 
(thought that no amendment at all is needed in either of these cases? 

Mr. Hausrep. I don’t think it is necessary. A a matter of fact, I 
don’t think there is any crying need for any of these proposed 
amendments. 

Senator Wixtams. One that is rather interesting is the change 
dealing with the suspension of all trading on an exchange, closing 
down the exchange. What history led to that suggestion, I wonder? 

Mr. Hatsrep. None that I know of. The facts are in World War 
I the New York Stock Exchange was closed for a period, I think, of, 
of, 4 or 8 months, something like that. I know of no instance where 
the exchanges were closed subsequent to that. I remember distinctly 
[ was the secretary of the Chicago Stock Exchange at the time of the 
bank holidays. There wasn’t any power on closing at that time. 
Securities will find a marketplace, because people w ill buy or sell. It 
is just like prohibition. The urge is there, and it is better to trade in 
a regulated marketplac .ce than in the bootleg area. 

Senator Winuiams. All right. Thank you again, Mr. Halsted. 
Your testimony has been interesting and helpful. 

Mr. Hatstrep. Thank you, Mr. C hairman. 

Senator Witxirams. Our next witness is Mr. C, Roger Nelson, who 
is chairman of the committee on securities of the American Bar -Asso- 
ciation, its section of administrative law. 

Mr. Nelson, are you with us? 

Mr. Netson. Yes, Senator Williams. 

Senator Witiiams. Welcome to this hearing, and we appreciate 
your being here. Proceed in any way you please. 
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STATEMENT OF C. ROGER NELSON, ESQ., CHAIRMAN; AND SMITH W. 
BROOKHART, MEMBER, SECURITIES COMMITTEE, SECTION OF 
ADMINISTRATIVE LAW, AMERICAN BAR ASSOCIATION 


Mr. Netson. Senator Williams, I appreciate the opportunity of 
appearing before the committee and presenting the views of the Amer- 
ican Bar Association. For the record, my name is C. Roger Nelson. 
I am a practicing attorney in the District of Columbia. 

I should say that Mr. Bernard J. Gallagher, the chairman of the 
national committee of the administrative law section of the associa- 
tion, had planned to appear along with me this morning, but, because 
of unavoidable conflicts was unable to be here. 

I should also say that I am accompanied in my appearance by Mr. 
Smith W. Brookhart, who is a member of our securities committee. 

I believe the chairman and members of the committee have already 
received copies of the two resolutions on the subject before the com- 
mittee which were adopted by the house of delegates of the associa- 
tion at its 1959 midyear meeting in Chicago. The resolutions au- 
thorize and direct the administrative law section to appear before the 
appropriate committees of Congress in support of the positions stated 
in those resolutions, and the chairman of that section has directed me 
as current chairman of the securities committee, to appear in support 
of the resolutions. 

Senator WituiAms. Do you have the resolutions? 

Mr. Netson. The resolutions have been furnished to the committee. 

Senator Witu1amMs. We have them. I just wondered if you were 
going to present them for the record. 

Mr. Netson. I would be glad to. 

Senator Witurams. All right. we have them, and we might as well 
use our copy and put them in the record at the end of your remarks. 

Mr. Nerson. Mr. Chairman, at the outset, I should emphasize that 
the resolutions about which I am going to speak concern only a 
limited number of the Commission’s proposals. The association has 
not taken issue with the great bulk of the Commission’s program. 
Moreover, the resolutions concern only certain matters of practice 
and procedure involved in the Commission’s program and do not con- 
cern the many substantive changes in the law which have been pro- 
posed. However, within this area of practice and procedure, we be- 
lieve that the resolutions deal with some rather fundamental ques- 
tions of fair play in administrative proceedings. 

The first resolution concerns the general subject of the right to 
withdraw an application which has been filed with the Commission. 
Now, this question arises under three acts administered by the Com- 
mission: First, with respect to registration statements covering secu- 
rities issues filed under the Securities Act of 1953; secondly, applica- 
tions for registration as a broker-dealer filed under the Securities 
Exchange Act of 1934; and, thirdly, applications for registration as 
an investment adviser filed under the Investment Advisers Act. 

When the resolutions were first considered by our committee and 
the section, there were bills pending in the 85th Congress which would 
have given the Commission substantially unlimited authority to pro- 
hibit or prevent the withdrawal of the registration statement under 
the 1933 act and also applications filed under the other two acts once 
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the Commission had begun proceedings to deny effectiveness to those 
applications. ; ne 

2 the bills which are now before the committee, the Commission 
has dropped its proposal to amend the 1933 act to expand its authority 
over withdrawal, but has retained its prior proposals to give it un- 
conditional authority to prevent withdrawal of applications for regis- 
tration as a broker-dealer and an investment adviser under those acts 
once denial proceedings have begun. ' 

The resolution adopted by the association puts it on record against 
any attempt now or in the future to expand the Commission’s author- 
ity over withdrawal of registration statements or applications for 
registration under the other two acts. 

We believe the association’s resolution is grounded in the principles 
which were announced by the Supreme Court in the well-known case of 
Jones v. Securities and Exchange Commission decided in 1936. My 
prepared statement sets forth pertinent quotations from that decision, 
and I won’t take the time now to read them. 

I would point out factually that in the Jones case the situation was 
that no securities had been sold, the registration statement was not ef- 
fective, and the Court found that there were no investors, existing or 
potential, who would be affected by the withdrawal. In that situa- 
tion the Court held that there was an unqualified right to withdraw the 
registration statement prior to its effectiveness. 

Senator Witi1aMs. That was a security ? 

Mr. Nextson. That is correct. 

Senator Wixiiams. They have not asked for any new authority in 
the 1933 act ? 

Mr. Netson. Right. I refer to the Jones case, Mr. Chairman, be- 
cause it seems to us that the authority which the Commission is now 
seeking under the other two acts, the 1934 act and the Investment Ad- 
visers Act, runs counter to the philosophy of the Jones case in that 
the Commission is seeking an unqualified, unlimited right to prevent 
withdrawal of those applications. 

Senator Wiit1ams. What would you consider the nub of the Jones 
case? Is it the statement that the test is the absence or presence of 
prejudice to the public or investors ? 

Mr. Netson. I think that is the basic proposition, sir. 

Senator Witt1ams. Would you suggest that that is the right test? 

Mr. Netson. I believe so, sir. 

Senator Witi1ams. Would you feel that that should guide us in our 
considerations in Congress in dealing with this legislation ? 

Mr. Nexson. I do. 

Senator Wintii1ams. Thank you. 

Mr. Netson. Now, with respect to applications for registration as a 
broker-dealer and an investment adviser, it seems to us particularly 
inappropriate for the Commission to seek absolute authority to pro- 
hibit withdrawal, in that prior to the time such an application becomes 
effective it is difficult to see that any public interest arises. Such ap- 
plications are essentially requests for licenses to engage in particular 
types of activity with congressional sanction. 

Senator WititamMs. Do you see any injury to the public after the 
denial proceedings have begun if there isa withdrawal ? 

Mr. Nerson. I would say in the normal case, Senator, it is difficult 
to see where there would be prejudice. Now, our proposal is not that 
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the Commission be prevented from barring a withdrawal in all cases 
where denial proceedings have been begun : what we are taking issue 
with is the Commission’s request for absolute authori ity to prevent such 
withdrawals. 

As I will explain shortly, I am proposing an amendment which 
would recognize the Commission’s right in an appropriate case to 
prevent such withdrawal. 

Senator Wiu1aMs. Very well. I will not interrupt, then, and we 
can get right to it. 

Mr. Nerson. Just one word on the matter of the Commission’s jus- 
tification for its proposal. It seems to be basically that if an applicant 
withdraws his application, then the Commission may be put in the 
position where it has lost an opportunity to develop a case, in the event 
that the applicant should want to come back and renew his appli- 
cation. 

Well, that, frankly, seems to us a not very substantial reason for 
giving the Commission this type of authority, and in fact it was the 
type of reasoning which was rejected by the Jones case when it was 
made in connec tion with the registration statement under the 1933 act. 

Coming now to the affirmative proposal which we make with respect 
to amending these three acts, the proposition can be summarized as 
follows, and it is set forth on page 6 of my prepared statement. 

We would propose that the three acts be amended so as to provide 
that prior to the time the Commission has given notice that it has be- 
gun proceedings looking toward a denial or suspension of effective- 
ness of a registration statement or an application under the other two 
acts, there would be an unlimited right to withdraw. The fact of the 
matter is I believe that is the situation which now obtains with respect 
to applications under the 1934 act and the Investment Advisers Act. 
We would propose that the same principle apply under the 1933 act, 
and until such time as the Commission has taken formal action to ini- 
tiate proceedings under section 8 of the Securities Act, there ought to 
bea right to withdraw a registration statement. 

Now turning to the situation that would prevail after the Commis- 
sion has begun proceedings, either a stop-order proceeding or an ex- 
amination under section 8(e) of the Securities Act, or proceedings 
to deny effectiveness to an application under the other two acts, the 
association’s proposal is that in that posture of affairs if an application 
to withdraw is filed, the withdrawal should be granted unless the 
Commission, promptly after the application is filed, issues an order 
preventing withdrawal and accompanies that order by a statement of 
its reasons for believing that withdrawal would be prejudicial to the 
public interest or the interest of investors. 

Senator Wiiu1ams. Would you suggest that that order should be 
reviewable in a court of law ? 

Mr. Netson. The committee has given some thought to that, and it 
is our view that such an order should be reviewable, Senator. There 
ought to be an opportunity to review what might be thought to be 
arbitrary action by the Commission in its refusal to permit a with- 
drawal in that situation. 

Senator Wiiu1ams. Do you have an opinion as to whether that kind 
of order would be a final order within the meaning of the Admini- 
strative Procedures Act ? 
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Mr. Nexson. Well, it seems so to me, Senator. After all, an appli- 
cation woald be made for the right to withdraw a filing. Let us 
assume the Commission refuses but issues an order refusing it. It 
seems to me that is a sufficiently final action so that it ought to be 
reviewable. I mean, if we present a situation where the applicant 
would contend that he was being prejudiced, put to unnecessary ex- 
pense and the burden of time, and so on, to continue with an appli- 
vation which he wants to withdraw. And it would seem to us, at 
least, that the language of the amendment could be so phrased that 
there wouldn’t be much room left for doubt as to whether or not it 
was intended to be a final order. 

I should say that it seems to us that the element of requiring the 
Commission to issue such an order promptly is of considerable im- 
portance. In this situation we would not believe that an applicant 
or registrant should be held in limbo or suspension, so to speak, for an 
indefinite period pending Commission action on such an application. 
If the Commission feels that it has a suflicient reason for not per- 
mitting the withdrawal of the registration statement or an applica- 
tion, it seems to us that it ought to be able to set forth its reasons for 
that position pretty promptly and not let the thing drag along and 
leave the applicant in a state of uncertainty. 

Now what has happened under current practice is that, speaking 
now particularly of registration statements, under the 1983 act, an 
application for withdrawal will be filed and the Commission will 
simply defer action on that application and proceed with stop-order 
proceedings to determine whether or not the effectiveness of the regis- 
tration statement should be suspended. Well, those stop-order pro- 
ceedings very frequently will go on for weeks, and it may. well be 
months. It has been known to run into years before the Commission 
will actually issue a final stop order, and then it will at the same 
time say, “In view of the finding we make with respect to the stop 
order, we think it is inappropriate to permit withdrawal.” 

In our opinion, the issues which are presented in connection with 
an application for withdrawal are not necessarily the same as those 
that are presented in connection with a stop- order proceeding. The 
issue on withdrawal is whether or not. permitting the statement to be 
withdrawn would be prejudicial to the public interest or the interest 
of investors. 

Senator W ILLIAMS. Can you give us any examples where you feel 
there would be prejudice if there was a withdrawal ? 

Mr. Netson. Well, I would say that an example might well be a 

case in which it appears on its face that the registration statement 
is materially misleading in a number of respects and that there are 
securities of the same class outstanding. In that situation the Com- 
mission has consistently taken the position that the existing investors 
in that class of securities has a substantial interest in knowing whether 
or not facts have been suppressed or misstated with respect to the se- 
curities which they own, and in that situation T would think that the 
Commission might well be justified in finding that withdrawal would 
be prejudicial. 

Senator Wiuu1amMs. Yes, I can see your point. 

How about in the other acts, the broker-dealer application, any 
prejudice that might follow from that form? 
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Mr. Netson. In that situation, Senator, frankly, I find it more 
difficult to conceive of a situation where withdrawal would be preju- 
dicial to the public interest. After all, the public has, it seems to me, 
little interest in the situation prior to the time a broker-dealer be- 
comes registered. Then when he does, of course, he becomes ac- 
countable in many ways under the statute, but until such time it is 
difficult for me to see where public interest would arise that would 
justify prohibiting withdrawal. I don’t believe with the Commission 
that the mere fact that he might come back some later day and seek 
to apply again is a sufficient reason for denying withdrawal. On the 
other hand, I wouldn’t say that there may not be a case in which 
withdrawal 

Senator WiiiiaMs. Your test would take care of any case that 
might arise? 

Mr. Nexson. That is correct. 

Here again, in line with what Mr. Halsted had to say this morning, 
it seems to me that we are involved here with a rather basic question 
of administrative procedure. It seems to us that when an administra- 
tive agency such as the Commission takes action which is in the nature 
of an ajudicatory action—and I believe that denial of an application 
to withdraw a registration statement does fall in that category—it 
ought to be required to set forth in writing for public scrutiny 
promptly the reasons it has for refusing to permit withdrawal. 

I might say that it is no secret that it is a constant concern of the 
Commission that it has a heavy day-to-day workload with a heavy 
burden on its staff. It seems to us that staff energies could be better 
devoted to policing securities issues and applications under the other 
two acts which individuals wish to pursue, rather than spending a lot 
of administrative effort on cases where the applicants wish to with- 
draw from the arena. 

I would like to make clear that the association’s resolution doesn’t 
take issue with particular decisions of the Commission in particular 
cases. We are simply expressing what we think to be sound prin- 
ciples of procedure and proposing standard procedure which we 
think would be appropriate. 

I would like to say just a word, however, about a tendency which 
seems to us to be apparent in one recent court decision and in opinions 
of the Commission which followed on the heels of that decision. I 
have reference to the decision of the Fifth Circuit Court of Appeals 
in the Columbia General Investment Corporation case. Now, our 
views on that are discussed in our statement. I will not set them 
forth in detail, but in that case there was an application to withdraw 
a registration statement before it had become effective, before there 
had been any offers or sales of securities, but it was a case where the 
company did have securities of the same class outstanding. Now, 
the Commission held that in that situation, because of the facts of the 
case, withdrawal should not be permitted. Now, the court of appeals 
affirmed, and the decision itself is not out of line with prior decisions. 
But in the course of its opinion, the court adopted as an additional 
ground for its decision the argument of the Commission that the 
1954 amendment to the Securities Act, recognizing the right to make 
offers during the waiting period, was an additional reason for not 
permitting withdrawal. And shortly after that the Commission came 
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down with findings and an opinion in the case known as the Comico 
case which had these elements. 

This was an application for withdrawal before effectiveness, be- 
fore any offers of securities had been made and where there were no 
outstanding securities of the same class outstanding. In that sit- 
uation the Commission nevertheless held that it would prevent with- 
drawal of the registration statement and did so, if I read the opinion 
correctly, in good part on the ground that because the 1954 act had 
given this right to make offers during the waiting period, that that 
was a reason for preventing withdraw: al. 

There are many facts in that ease which I can’t go into which might 
be thought to justify preventing withdrawal, but what I am directing 
your attention to is what seems to be the tendency of the Commission 
to take the line that simply because Congress has recognized the right 
to make offers during the w aiting per iod, that that goes a long way 
toward justifying the Commission in preventing withdrawal of a reg- 
istration statement. 

Now, it seems to us that Congress intended no such result by the 
1954 amendment. That amendment, as we understand it, was de- 
signed basically to eliminate the difficulty and confusion which had 
arisen in trying to distinguish between legitimate dissemination of 
information and offering activity. But although Congress has recog- 
nized the right to m: ake offers, we do not think it inte nded by that to 
have the consequence of giving the Commission blanket authority to 
prevent withdrawal of a registration statement. After all, the fact 
remains that until effectiveness, no investor can change his legal od 
sition, i.e., he cannot make a purchase of a security until the regis 
tration statement is effective. 

That completes the statement which I wish to make with respect 
to the withdrawal. 

I might just mention one other subsidiary point. The Commis- 
sion in this connection has also argued that proceeding with a stop- 
order proceeding differs from withdrawal in that if it issues a stop 
order it has the consequence of barring the company from availing 
itself of the regulation A exemption of $300,000 for 5 years. Well, 
it seems to us that that is a rather thin argument in that when 
analyzed, the Commission seems to be saying, “If we proceed with 
stop-order proceeding, you will incur the additional disability that 
you can’t make use of the 1 ‘egulation A exemption for 5 years, and 
that is a reason why we shouldn’t permit you to withdr aw your 
registration statement.” It seems to us that the Commission ought 
rather to direct itself to the merits of the case as to whether or not 
withdrawal would be prejudicial to the public interest. 

I turn now briefly to the second resolution, which has to do with 
the power of the Commission to postpone without prior notice or 
hearing, the effective date of a registration statement filed under the 
Securities Act of 1933. Here, again, when the association and its 
committee were first considering this resolution, the Commission had 
in the Congress a proposal which would have permitted it by ex 
parte action to postpone effectiveness by an order issued anytime be- 
fore the effective date. The order would then provide for hearing, 
within 15 days thereafter. Until such time as the matter had been 
resolved, the question of whether the registration statement would be- 
come effective would be in doubt. 
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The Commission has withdrawn that proposal under the 1933 act, 
but it has retained a comparable proposal under the Trust Indenture 
Act of 1939. Under section 305(b) of that act the Commission may, 
within the same time periods that are specified in the 1933 act, refuse 
to permit a registration statement covering debt securities to become 
effective if it finds any one of three things: Either that the security 
is not. being issued under a trust indenture and it should be, or that 
the indenture doesn’t comply with specified sections of the act in its 
terms, or that the person designated as a trustee is either not qualified 
or has some conflict of interest. 

Under existing law, if the Commission proposes to refuse effective- 
ness because of these grounds, it must, within 10 days, issue a notice 
of a hearing and hold the hearing within 10 days after the notice to 
determine whether or not it should refuse effectiveness on these 
grounds. 

The Commission is now proposing to eliminate these restrictions, 
although it hasn’t imposed elimination of comparable restrictions 
under the 1933 act. And under its present proposal, anytime up to 
what would be the effective date of the registration statement it would 
have authority to issue an order postponing effectiveness and setting 
a hearing on the question of whether effectiveness should be refused. 

We feel that the Commission has not demonstrated the need for or 
the desirability of the proposed expansion of its authority under the 
1939 act. We fail to see that the problems which would be encoun- 
tered in making the determination under section 305(b) of the Trust 
Indenture Act are any more difficult than those which are presented 
under the Securities Act, and therefore we feel that it hasn’t made a 
case for the expanded authority which it seeks. 

We would also point out that the proposed amendment would pro- 
vide a sort of open-end situation as far as when the Commission 
would have to act with respect to its refusal order. As things stand 
now, it must issue a notice within 10 days, hold a hearing within 10 
days after that, and issue an order before the effective date refusing 
effectiveness. 

Under the proposal it could, any time up to the effective date, set 
a time down for a hearing, hold a hearing within 15 days, and then, 
at such a time as it chose, issue an order as to whether or not effec- 
tiveness ought to be refused. In the meantime, as a practical result, 
effectiveness would be held up. 

Now, as the Senator appreciates, time is frequently of utmost im- 
portance in connection with securities issues, and we feel that the 
Commission should not be given this additional open-end authority 
with respect to debt issues, particularly when it hasn’t asked for it 
with respect to regular offers under the 1933 act. 

Senator Wirz1aMs. Are you dealing with the proposal as we have 
it before us or the proposal as amended in the SEC’s presentation in 
the House of Representatives ? 

Mr. Netson. I may not be up to date, Senator. 

Senator Witi1ams. We do not have it, either. We understand 
there was a change made, but we do not have it. It is not in our copy 
of the hearings that were held over there. It was to be supplied later. 
Tt has not been supplied. But you were not dealing with the proposal 
as presented in the House? 
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Mr. Nexson. Perhaps I should ask a question, Senator. Is it your 
understanding that the proposed revision of section 305 has been 
amended since it was submitted in Congress ? 

Senator Wiu1aMs. That is correct. I think we will not be able 
to verify this until we actually have the modification that was made 
or suggested over there that will clarify it. At any rate, you are 
not dealing with any modified proposal ? 

Mr. Netson. The only language I am dealing with, Senator, is the 
language contained in the bills as introduced in the Senate and in 
the House. 

Senator WuuiaMs. All right; fine. 

Mr. Netson. If there should be new language on which the com- 
mittee would like to have our views, we would be glad to submit a 
subsequent statement. 

Senator WituiaMs. If it seems pertinent after we get the modifi- 
sation statement, we will be in touch with you. 

Mr. Netson. To sum up on this point, I would say the association 
opposes what appears to be an unnecessary extension of the Commis- 
sion’s authority and an encouragement to delay in determining issues 
which Congress indicated in the 1939 act and in the 1933 act it wants 
to have promptly considered and determined. 

Senator Wiu1Ams. Now let us review a moment, if we can, Mr. 
Nelson. You have dealt in your testimony and in your prepared 
statement with two aspects of the Securities and Exchange Commis- 
sion’s proposals, just two ? 

Mr. Newson. Correct. 

Senator WituraMs. In reviewing the various bills, we have noticed 
that there are many provisions which seem to involve the same prob- 
lems of practice and procedure, the same fundamental questions of 
fairplay in administrative proceedings, and the same kind of legal 
issues as are involved in the two matters covered by your statement, 
to be specific on some of these other aspects. 

There are new criminal proceedings proposed, and they seem to 
raise questions of double jeopardy and double punishment in view of 
the two recent cases, Bartkus v. /llinois and Abbate v. United States, 
decided by the Supreme Court on March 30. Also, the provision for 
granting injunctions on the basis of past violations without any ex- 

licit statement in the statute about the likelihood of continued vio- 
ations. And the third is the grant of broad discretion in the SEC 
with few or no statutory standards and criteria, raising the question 
of unconstitutional delegation. 

The fourth that we have noticed is the $100-a-day forfeiture pro- 
vision with no requirement of willfulness or knowledge and with the 
possibility of duplicating criminal penalties. 

Are we to understand from your statement that the American Bar 
Association or the section on administrative law or the committee on 
securities has submitted or approved these or similar other proposals 
of the bill from the point of view of administrative practice or pro- 
cedure and due process and fairplay ? 

Mr. Nexson. Senator, perhaps I should make first a statement 
which has a bearing on what I am entitled to say in my appearance 
here. As the Senator appreciates, it takes a considerable amount of 
time and spadework to develop resolutions and have them carried up 
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through the various leveis of the association until one reaches the 
point where there is an official statement of the position of the asso- 
ciation as such. 

The resolutions which have been submitted and to which I have 
spoken do represent the official position of the association as evi- 
denced by action of its house of delegates. And I appear only in 
my representative capacity on behalf of the association, with au- 
thority only to speak with respect to those resolutions. 

I do have personal views with respect to some of the matters which 
you mention, but I would have some question as to whether the Sena- 
tor would want me to express them in view of the capacity in which 
I appear. In any event, I would not be able to state an association 
posit ion with respect to them. 

Senator WittiaMs. I certainly understand your position and might 
say that I personally find it refreshing and make the conclusion that 
it is good procedure for an association to thoroughly consider and 
work through any idea before the association expresses itself. We see 
so many highly ‘placed officers of great organizations speaking for 
an association, and really they are only talking for themselves. I 
think your association’s procedures are ex xemplary. 

Mr. Netson. Thank you. 

Senator Witt1aMs. I do want to note, however, in your testimony 
this appears: 

The association has not taken issue with most of the Commission’s program. 


Mr. Netson. Well, perhaps to avoid any misinterpretation of that, 
Senator, I should s say that that should not be construed as re present- 
ing approval by the association of the provisions of the bill to which 
I have not addressed myself. It simply means that there hasn’t been 
full association consideration. I do believe that within the scope of 
my authority, so to speak, I am entitled to comment on one point; 
namely, the $100-a-day penalty. I speak now not on behalf of the 
association, but simply to report to the committee for its information 
the fact that the council of the administrative law section at its mid- 
year meeting in Chicago did have reported to it by our committee this 
proposal to include a $100-a-day penalty. The council of the section 
adopted a resolution expressing its opposition in principle to such an 
administrative penalty provision, so that I am able to report that. 
It was also the feeling of the council that such a provision was con- 
trary to a position which the association had previously taken in 
connection with proposed amendments to the Federal Communica- 
tions Act, which would have given a similar authority to impose 
monetary ‘penalties for failure to comply with rules and regulations. 

Senator Witx1ams. All right. Thank you very much, Mr. Nelson. 
We are indeed indebted to you and to the association for these views. 

(Mr. Nelson’s prepared statement and resolutions follow :) 


STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION BY C. ROGER 
NELSON, Esq. 


I appreciate this opportunity to appear and testify concerning certain aspects 
of the legislative program of the Securities and Exchange Commission which 
have been of concern to the American Bar Association. I believe the chairman 
and members of the committee have already received copies of the two resolu- 
tions on this subject adopted by the house of delegates of the association at its 
1959 midyear meeting in Chicago. The resolutions authorize and direct the 
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association’s section of administrative law to appear before appropriate com- 
mittees of Congress in support of the positions stated in the resolutions. The 
chairman of the administrative law section has directed me, as chairman of 
the section’s committee on securities, to appear in support of the association’s 
position. 

At the outset, I should emphasize that the resolutions about which I am 
going to speak concern only a limited number of the Commission’s proposals, 
The association has not taken issue with most of the Commission’s program. 
Further, the resolutions concern only certain matters of practice and procedure 
involved in the Commission’s proposals and do not concern the many substan- 
tive changes in the law which have been proposed. However, within the area 
of practice and procedure, these resolutions deal with what we deem to be 
fundamental questions of fair play in administrative proceedings. 


RESOLUTION NO. 1. 


The first resolution concerns the general subject of the right to withdraw an 
application which has been filed with the Commission. This question arises 
with respect to registration statements covering securities filed under the 
Securities Act of 1933, applications for registration as a broker-dealer filed un- 
der the Securities Exchange Act of 1934, and applications for registration as an 
investment adviser filed under the Investment Advisers Act of 1940. 

When the resolution covering this subject was first being considered by our 
committee and the administrative law section, there were pending in the House 
and Senate bills introduced in the 85th Congress which would have given the 
Commission virtually absolute authority to prevent the withdrawal of any 
registration statement once it had been filed under the 1933 act and of any 
application for registration under the other two acts once the Commission had 
initiated proceedings to deny such registration. The bills (S. 1178 and H.R. 
5001) to amend the Securities Act of 1938 introduced in this session of Con- 
gress at the request of the Commission have omitted the formerly proposed 
legislative extension of its authority to bar withdrawals of registration state- 
ments. The current bills (S. 1179 and H.R. 2480) to amend the Securities Ex- 
change Act of 1934 and the current bills (S. 1182 and H.R. 2482) to amend the 
Investment Advisers Act of 1940 have retained the prior provisions giving the 
Commission unlimited authority to prevent withdrawal of applications for regis- 
tration after denial proceedings have begun. 

The resolution adopted by the house of delegates puts the association on 
record against any attempt now or in the future to expand the authority of the 
Commission to prevent withdrawals under any of these three acts. Of equal 
importance is the fact that the resolution proposes that all three acts be 
amended to establish standards which will tend to insure that the Commission 
acts fairly whenever it seeks to bar withdrawal of a registration statement 
or application for registration. 

The association’s resolution supports the principles announced by the Supreme 
Court of the United States in 1936 in the leading case of Jones v. Securities and 
Exchange Commission (298 U.S. 1). The controlling doctrine declared by the 
majority opinion in that case is as follows (22): 

“The question under the regulation’ is whether due regard to the public 
interest and the protection of investors requires that the withdrawal be denied. 
The test is the absence or presence of prejudice to the public or investors; and, 
plainly enough, under the decisions of this Court, the doctrine that a dismissal 
must be granted if no prejudice be shown beyond the prospect of another suit, 
unless there be a specific rule of Court to the contrary, is applicable, and the 
withdrawal should have been allowed as of course.” [Court’s emphasis. ] 

In the Jones case no securities had been sold, the registration statement had 
not become effective, and “there were no investors, existing or potential, to 
be affected.” The Court concluded (23): 

“Under these circumstances, the right of the registrant to withdraw his 
application would seem to be as absolute as the right of any person to with- 
draw an ungranted application for any other form of privilege in respect of 
which he is at the time alone concerned.” 

Consistent with the ruling in the Jones case, the association’s resolution 
opposes the Commission’s effort to obtain unrestricted authority to prevent 





2 Commission rule governing wihdrawal of a registration statement (now rule 477). 
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withdrawal of broker-dealer and investment adviser applications after denial 
proceedings have started. It is difficult to see how the interests of investors or 
the public generally are prejudiced in any way by the withdrawal of applica- 
tions under these acts prior to the time they have become effective. Such 
applications in effect seek licenses to engage in certain types of activity. Until 
the applications become effective, investors and the general public are not 
entitled to change their legal position in reliance on anything contained in 
the applications. That being so, no substantial reason appears why withdrawal 
should not ordinarily be permitted. 

The Commission has argued that, if an applicant is permitted to withdraw 
after a denial proceeding is begun, the Commission may be in a position where 
it will be unable to prove disqualification later should the applicant apply again. 
It is seriously questioned whether the Commission should be given power to 
bar withdrawal simply so that it can put itself in a better position to deny an 
application which may or may not be filed at some future date. The Supreme 
Court rejected just such an argument with respect to the registration state- 
ment involved in the Jones case. (See 298 U.S. at 22.) 

While the association is opposed to unbridled authority in the Commission 
to lock in an applicant for registration, its resolution recognizes that there may 
be instances under each of the three acts where a restriction on withdrawal 
is justified. However, the resolution reflects concern that the Commission 
should follow a procedure which will be fair and equitable and will provide, in 
an appropriate case, an opportunity to seek court review of the Commission’s 
action. Accordingly, the resolution urges amendments of the three acts to 
provide, with respect to a registration statement or application for registra- 
tion which has not become effective : 

(a) An unlimited right of withdrawal before the Commission has given 
notice that it has begun proceedings looking toward denial or suspension 
of effectiveness ; 

(b) A right of withdrawal after such notice unless the Commission, 
promptly after an application for withdrawal is filed, issues an order pro- 
hibiting withdrawal which contains or is accompanied by findings in sup- 
port of a determination that withdrawal would be contrary to the public 
interest or the protection of investors. 

Paragraph (a) does no more than state the existing situation under the Se- 
curities Exchange Act and the Investment Advisers Act. In other words, un- 
der these acts, even as they are proposed to be amended, an applicant will 
have complete freedom to withdraw his application any time before the Com- 
mission institutes denial proceedings. The association considers that a similar 
right should be recognized under the Securities Act of 1933. That is to say, in 
the preeffective period where the Commission has not issued a notice of an 
examination or proceeding under section 8 of that act looking toward refusal 
or suspension of effectiveness of the registration statement, the registrant should 
have an unlimited right to withdraw the registration statement. Before the 
registration statement is effective, before any securities are sold under it and 
before the Commission has begun a section 8 examination or proceeding, the 
registration statement is in such preliminary and tentative status that the in- 
terest of the registrant in withdrawing it should be given precedence over any 
potential interest of investors or the public in compelling registrant to remain 
subject to Commission jurisdiction. Recognition of this principle by the pro- 
posed amendment of the Securities Act of 1933 will make the approach under 
that act and the other two acts consistent. 

The association’s resolution then deals with the situation where the Com- 
mission has duly initiated proceedings looking toward denial or suspension of 
effectiveness under any one of the acts. In this situation, as noted, the resolu- 
tion would have the acts amended to recognize a right of withdrawal unless the 
Commission promptly after an application to withdraw is filed, issues an order 
barring withdrawal which order must contain or be accompanied by findings 
in support of a determination that withdrawal would be contrary to the interest 
of investors or the public. 

: The reference in the resolution to the prompt issuance of an order by the 
Commission is important. An applicant who seeks to withdraw should not be 
subjected, for an indefinite and lengthy period, to uncertainty as to whether or 
not the Commission is going to permit him to withdraw. Keeping the applicant 
subject to the Commission’s jurisdiction in such a manner is unfair and oppres- 
sive. In those cases where the Commission feels it is justified in refusing 
Withdrawal it should be able to set forth promptly the basis of its position. 
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Requiring the Commission so to state its position should provide some protection 
against arbitrary action and afford the registrant or applicant a basis for deter- 
mining whether to seek court review. 

In this connection it should be noted that the issues involved in determining 
whether to permit or deny withdrawal are not necessarily the same as those 
which would be involved in determining whether or not the registration state 
ment or application for registration, as the case may be, should be permitted to 
become effective. The basic consideration in passing on a withdrawal applica- 
tion should be whether permitting it will be injurious to investors or the public 
not whether the registration statement or application for registration has defi- 
ciencies which the Commission considers would require denial of effectiveness. 

As this committee knows, the Commission is very much concerned about its 
heavy and mounting workload. For this additional reason, we seriously ques- 
tion whether the energies of its staff should be devoted to ferreting out inade 
quacies in registration statements or applications which the parties want to 
withdraw and in which the public is likely to have a limited interest, if any. 
We believe the public interest would best be served by concentrating the staff’s 
energies on reviewing registration statements covering issues that are going to 
the market and applications of persons who intend to operate as registered 
broker-dealers and investment advisers. 

It should be emphasized that resolution No. 1 and this statement express 
neither agreement nor disagreement with decisions by the courts and the 
Commission since the Jones case in passing on particular withdrawal applica- 
tions. The resolution is concerned rather with establishing statutory standards 
to make clear for the future that the Commission is to act promptly on with- 
drawal applications and to focus attention on whether it is plainly necessary for 
the protection of investors or the public to prevent those who wish to withdraw 
applications from doing so. 

There is one area, however, in which the resolution would limit the conse- 
quences of indiscriminate application of certain reasoning appearing in a re- 
cent court decision and subsequent opinions of the Commission. In Columbia 
General Investment Corporation v. S.E.C. decided April 6, 1959, by the Court 
of Appeals for the Fifth Circuit, the court affirmed an order of the Commission 
barring withdrawal of a Securities Act registration statement before it became 
effective and before any offer or sale of securities of the issue involved, where 
the registrant company already had a substantial number of shares of the same 
class of securities outstanding in the hands of the public. The existence of such 
outstanding securities was considered by the Commission a sufficient basis for 
distinction from the Jone case (and one recognized in previous court decisions). 
In affirming, however, the fifth circuit attached additional significance to the 
fact that in 1954, after the Jones case, Congress amended the Securities Act 
to recognize the right to make offers to sell (but not sales of) securities during 
the waiting period before effectiveness. The court accepted the Commission’s 
arguments that congressional recognition of such right to offer after filing but 
before effectiveness of the registration statement was another reason for refus- 
ing to permit withdrawal. The court also noted that withdrawal would not 
accomplish all that a stop order would accomplish in that under rule 252(c) of 
regulution A, adopted after the Jones case, issuance of a stop order would 
make unavailable to the company for 5 years the exemptions from registration 
for offerings of securities not exceeding $300,000. 

Shortly after the Columbia General decision the Commission applied the rea- 
soning based on the 1954 amendment to prevent withdrawal of a registration 
statement before effectiveness, before any offers had been made, and where 
the company had outstanding no securities of the same class, see Jn the Matter 
of Comico Corporation (Sec. Act Rel. No. 4050 (Apr. 27, 1959) ), Commissioner 
Sargent dissenting. The Commission’s opinion concludes that (6-7) the “vest- 
ing in Comico of a statutory right to offer to sell and solicit offers to buy the 
securities covered by the registration statement distinguishes this case from 
the Jones case,” and that it was “immaterial to the question of Comico’s right 
to withdraw that it assertedly did not avail itself to the right to offer to sell 
the securities after filing the registration statement.” To the same effect, see 
The Surinam Corporation (See. Act Rel. No. 4051 (Apr. 28, 1959) ). 

Again, it is not the purpose of this statement to consider whether the Commis- 
sion was justified on all the facts in the Columbia General, Comico, and Surinam 
cases in denying withdrawal. But Resolution No. 1 is plainly opposed to the 
tendency apparent in these decisions to conclude that the 1954 amendment, 
without more, justifies the Commission in preventing withdrawal of any regis- 
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tration statement once it has been filed. It has not been shown that Congress in 
recognizing the right to make offers during the waiting period intended as a 
consequence to give the Commission unlimited power to prevent withdrawal of 
registration statements no matter what the particular fact situation might be. 
While the 1954 amendment eliminated the troublesome problem of distinguish- 
ing between permissible dissemination of information and actual offering activ- 
ity, it preserved the basic prohibition that the registrant may not induce an 
investor to enter into a contract of sale before the effective date. That being 
so, the association, notwithstanding the 1954 amendment, has adopted its posi- 
tion that prior to the initiation by the Commission of any examination or pro- 
ceedings looking toward an order denying effectiveness, the registrant should 
have an unqualified right to withdraw the registration statement, provided there 
have been no sales. Once an examination or proceeding is begun, the Commission 
should nevertheless, upon the filing of an application for withdrawal, be required 
promptly to indicate wherein withdrawal would in fact be contrary to the inter- 
ests of the public and investors rather than to rely merely on the fact that the 
Securities Act recognizes a right to make offers during the waiting period. Simi- 
larly, the Commission should not be permitted to rely on the “bootstrap” argu- 
ment that withdrawal should be denied so that it can enter a stop order which 
will among other things have the punitive effect of making unavailable to the 
issuer for 5 years the benefits of the provisions of regulation A for small 
offerings. 

Attached to this statement is the text of proposed amendments to the three 
acts in question which would carry into effect Resolution No. 1 adopted by the 
association. 

RESOLUTION NO. 2 


The second resolution has to do with the power of the Commission to postpone, 
without prior notice or hearing, the effective date of a registration statement filed 
under the Securities Act of 1933. Under section 8(b) of that act, if it appears 
to the Commission that a registration statement is on its face materially incom- 
plete or inaccurate, the Commission may, after giving notice within 10 days after 
the statement is filed an opportunity for hearing within 10 days after the notice, 
issue an order before the effective date refusing to permit the statement to be- 
come effective until amended in accordance with the order. Bills introduced 
in the 85th Congress to amend section 8(b) would have permitted the Com- 
mission, prior to the effective date, to issue an ex parte order (@) postponing 
the effective date pending a hearing, and (0b) providing for a hearing within 15 
days from the date of such order. The association resolution objects in principle 
to such extension of the Commission’s power to act without notice and hearing. 

In its current legislative program, the Commission has dropped the proposed 
amendment of section 8(b). However, it has retained a somewhat similar pro- 
posal to amend the Trust Indenture Act of 1939 (1939 act), a proposal to which 
Resolution No. 2 is also opposed. Under section 305(b) of the 1939 act, the 
Commission may, within the time periods for notice and hearing specified in 
section 8(b) of the 1933 act, refused to permit a registration statement 
covering debt securities to become effective if it finds that (1) the security is 
not to be issued under an indenture (and should be), (2) the indenture does not 
conform to the requirements of specified sections of the 1939 act, or (8) the 
person designated as trustee is ineligible to act or has a conflicting interest. 
The present bills (S. 1180 and H.R. 5002) would amend section 305(b) of the 
1939 act to authorize the Commission, any time before the effective date of a 
registration statement for debt securities filed under the 1933 act, to issue a 
notice of hearing, to be held within 15 days after the notice, on whether to re- 
fuse effectiveness for failure to meet the conditions of the 1939 act just noted. 
Unlike the predecessor bills to amend the 19389 act, the present bills do not 
explicitly authorize the Commission to postpone effectiveness pending the hear- 
ing, but the practical effect of issuance of the notice would be such postponement 
since an offering could not proceed successfully under such circumstances. 

The Commission has not demonstrated the need for or desirability of the 
proposed expansion of its authority under the 1939 act. It has not shown that 
the problems encountered in determining whether a refusal order is required 
under section 305(b) are more difficult than those presented under-section 8(b) 
of the 1933 act, Whether the security is one for which a qualified indenture 
is required is obviously capable of ready determination. To determine whether 
the indenture conforms to the requirements of the specified sections of the 1939 
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act simply requires checking its provisions against the language specified in the 
act. Similarly, it should be possible from the materials required to be filed with 
the Commission by the registrant and the trustee readily to determine whether 
questions concerning the trustee’s eligibility or conflicts of interest are presented. 
Further, it seems highly likely that where the Commission raises a substantial 
question on any of these points the registering company will voluntarily delay 
effectiveness until the issue is resolved. 

The association opposes what appears to be an unnecessary extension of the 
Commission’s authority and an encouragement to delay in determining issues 
which Congress has indicated in the 1939 act it wants promptly considered. The 
registrant proposing to issue debt securities under a 1939 act indenture should 
be under no greater handicap in making a timely offering of such securities than 
the issuer of other securities registered under the Securities Act of 1933. 

I thank the committee for its courtesy in permitting this statement to be sub- 
mitted for its consideration. 





Proposep AMENDMENTS To Carry OvuT RESOLUTION No. 1 ADOPTED AT 1959 Mip- 
YEAR MEETING OF HOUSE OF DELEGATES OF AMERICAN BAR ASSOCIATION WITH 
RESPECT TO LEGISLATIVE PROPOSALS OF SECURITIES AND EXCHANGE COMMISSION 


(1) Amend section 6(c) of the Securities Act of 1938, as amended (15 U.S.C. 
sec. 77f(c)), by adding at the end thereof a paragraph substantially as follows: 

“Provided no sale has been made, a registration statement or any amendment 
or exhibit thereto which has not become effective under section 8 may be with- 
drawn upon application (1) at any time before the Commission has issued notice 
of an examination or proceeding pursuant to section 8, and (2) after issuance 
of such notice unless the Commission, within 15 days after an application for 
withdrawal is filed, determines that withdrawal would be contrary to the public 
interest or the protection of investors and issues an order prohibiting with- 
drawal which contains or is accompanied by findings in support of such deter- 
mination. If a registration statement or any amendment or exhibit thereto has 
become effective, the Commission upon application may permit withdrawal of 
such statement, amendment, or exhibit if the Commission finds that such with- 
drawal is consistent with the public interest and the protection of investors. 
Every application for withdrawal under this section shall be in such form as 
the Commission may by rules or regulations require as being necessary or 
appropriate in the public interest or for the protection of investors.” 

(2) Amend section 15(b) of the Securities Exchange Act of 1934, as amended 
(15 U.S.C. sec. 780(b)), by inserting after the first paragraph thereof a para- 
graph substantially as follows: 

“An application for registration under this section may be withdrawn upon 
application at any time before such registration becomes effective unless the 
Commission, within 15 days after an application for withdrawal is filed, deter- 
mines that withdrawal would be contrary to the public interest or the protection 
of investors and issues an order prohibiting withdrawal which contains or is 
accompanied by findings in support of such determination. The application for 
withdrawal shall be in such form as the Commission may by rules or regu- 
lations require as being necessary or appropriate in the public interest or for the 
protection of investors.” 

(3) Amend section 203 of the Investment Advisers Act of 1940, as amended 
(15 U.S.C. sec. 80b-3) by relettering subsections (d), (e), (f), and (g) as (e), 
(f), (g), and (h) and inserting a new subsection (d) substantially as follows: 

“(d) An application for registration under this section may be withdrawn 
upon application at any time before such registration becomes effective unless 
the Commission, within 15 days after an application for withdrawal is filed, 
determines that withdrawal would be contrary to the public interest or the 
protection of investors and issues an order prohibiting withdrawal which con- 
tains or is accompanied by findings in support of such determination. The 
application for withdrawal shall be in such form as the Commission may by 


rules or regulations require as being necessary or appropriate in the public 
interest or for the protection of investors.” 


(The following was later received for the record :) 
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AMERICAN Bark ASSOCIATION, 
SECTION OF ADMINISTRATIVE Law, 
Hamilton, Ohio, July 6, 1959. 
Hon. Harrison A. WILLIAMS, Jr., 
U.S. Senate, Washington, D.C. 


DEAR SENATOR WILLIAMS: On June 18, 1959, the Senate Banking and Cur- 
rency Subcommittee on Securities, under your chairmanship, received testimony 
offered by me on behalf of the American Bar Association in opposition to certain 
aspects of the legislative program of the Securities and Exchange Commission. 
Following my appearance, the chairman of the Commission and other Com- 
mission personnel sought by additional testimony to meet the association’s ob- 
jections and proposals. I should like to ask leave of the subcommittee to offer 
the following brief comments on certain statements made by Commission 
representatives : 

1. Chairman Gadsby states (p. 248) that the association “has volunteered 
an amendment relating to withdrawal of registration statements which is 
designed to defeat the stop-order procedures which are now available to the 
Commission under section 8 of the statute.” The chairman apparently mis- 
conceives the purpose and effect of the association’s proposed amendment of the 
Securities Act of 1933. It may be helpful to recall that in the 85th Congress 
the Commission supported an amendment to the 1933 act which would have 
enabled the Commission automatically to prevent withdrawal of a registration 
statement simply by initiating a stop-order proceeding or a private examina- 
tion under section 8, and to do so by commencing such action even after a with- 
drawal application had been filed. The Commission has wisely abandoned such 
proposal, which would have authorized it to prevent withdrawal without con- 
sidering the question whether withdrawal would prejudice the interests of inves- 
tors or the public. The Commission’s proposal, however, and the fact that the 
1933 act contains no provision governing the procedure to be followed in the 
event a registrant wishes to withdraw a registration statement have persuaded 
the association that the act should be amended to give registrants statutory 
assurance that fair procedures will be observed. The association has evidenced 
no desire whatever to defeat the Commission’s stop-order procedures. Instead, 
the association proposes to make it impossible for the Commission to use the 
stop-order procedure as a means of preventing withdrawal where withdrawal 
is appropriate. 

2. Chairman Gadsby states (p. 248) that the association’s proposal “to grant 
an absolute right to withdraw a registration statement which has not become 
effective and where there has been no sale of a security would produce a more 
restrictive result than contemplated by the Jones case.” This statement must 
be qualified in important respects. First, the association’s proposal does not 
grant an absolute right to withdraw any registration statement before effective- 
ness and before the sale of a security under it. Such unrestricted right to 
withdraw would be available only if the Commission had not issued notice of 
proceedings under section 8 looking toward a stop order or refusal order. 
Indeed, even the Commission’s proposal on withdrawal in the 85th Congress 
would have permitted withdrawal in such a situation (unless the Commission 
initiated section 8 proceedings within 15 days after the application to withdraw 
was filed). Moreover, the Commission recognizes such freedom to withdraw 
in the comparable situation under the Securities Exchange Act of 1934 and 
the Investment Advisers Act of 1940, i.e., before initiation of proceedings to 
deny registration as a broker-dealer or investment adviser, the application for 
registration may be freely withdrawn (see transcript 319, 566). The essential 
point is that before the Commission has initiated proceedings under any of 
these acts to deny or suspend effectiveness the registration statement or appli- 
eation for registration is in such preliminary and tentative status and there 
is so little likelihood of substantial prejudice to the interests of investors or 
the public from withdrawal that registrants or applicants should not be com- 
pelled to remain subject to Commission jurisdiction against their will. The 
association’s proposal is not an improper extension of the rule of the Jones 
case. That case dealt with a situation where the registrant sought to withdraw 
after section 8 proceedings had been initiated and held that, even in that 
situation, withdrawal should be permitted if sought before effectiveness, before 
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sale of securities, and where no investors would be adversely affected. The 
association’s proposal is entirely consistent with Jones in applying the basic 
test of prejudice to investors or the public and suggesting a congressional 
finding that, in the limited area of applications for withdrawal filed before 
stop order or refusal proceedings are begun, no such prejudice would result 
from recognition of the right of withdrawal under the 1933 act, as it is reec- 
ognized in the comparable situation under the 1934 act and the Investment 
Advisers Act. 

3. The chairman suggests (p. 248) that the courts have consistently found a 
reason not to follow the Jones case, and that the Supreme Court itself has stated 
that it represents a judicial view of the administrative process which is no 
longer current. The criticism of the Jones opinion to which reference is made 
does not concern the holding of the Court that on the facts presented an un- 
restricted right of withdrawal existed. Further, the fact that lower courts have 
not applied the Jones case to permit withdrawal after effectiveness, or before 
effectiveness where the interests of investors would be prejudiced, detracts not 
at all from the soundness of the doctrine of the case, namely, that withdrawal 
should be permitted before effectiveness and sales where no such prejudice is 
shown. 

4. In eases where the Commission has initiated proceedings under section 8 
before an application to withdraw is filed, the association’s proposal would 
permit withdrawal unless the Commission promptly thereafter issues an order 
prohibiting withdrawal which contains or is accompanied by findings in support 
of a determination that withdrawal would be contrary to the public interest on 
the protection of investors. The chairman states (p. 248) that the purpose and 
effect of the provision for an order supported by “findings” is not clear. The 
association has endeavored to make its purpose clear—to require that the Com- 
mission, in barring a registratnt or applicant from withdrawal, promptly state 
in writing its reasons for such drastic action. It can hardly be denied that an 
order barring withdrawal is adjudicatory in nature, and in accordance with 
elementary principles of adminstrative procedure such orders should be sup 
ported by an agency statement of reasons. If the Commission considers with- 
drawil to be improper, it is surely not burdensome to require that it state its 
reasons for such conclusion. If the registration statement discloses sufficient 
basis in fact for denying withdrawal, no hearing would be necessary before 
issuing the order; if it does not and the Commission is relying on other facts 
they should be established in a hearing before the order and findings issue. 

5. The chairman observes (p. 248) that the association suggests that the Com- 
mission’s proposed amendment of the 1934 and Investment Advisers Act “would 
somehow confer upon the Commission untrammeled authority to deny applica- 
tions for withdrawal without regard to the public interest.” This observation 
is puzzling in that the Commission’s amendment plainly would permit with- 
drawal, after denial proceedings have begun, only with the consent of the 
Commission, with no limitation on the grounds for withholding such consent 
and without even a requirement of an order on the application to withdraw. 
The chairman reviews the Commission’s actions with respect to withdrawal 
applications in recent years and states (p. 249) that in reaching its decisions 
whether to grant or deny these requests “we premised our conclusions on the pub- 
lic interest.” But the chairman’s statement overlooks the essential difference 
between a statutory requirement that the test of public and investor interest be 
observed in passing on withdrawal applications and the practice of a particular 
Commission at a particular time in observing such a test even though no 
statute requires it. If the Commission in fact adheres to the standard pro- 
posed in the association’s proposal it should have no objection to insuring that 
such standard will be followed in the future by a Commission with a different 
composition. 

6. The Director of the Commission’s Trading and Exchange Division suggests 
(p. 144) that the Commission in effect advises the person who seeks to withdraw 
an application for registration of its reasons for denying withdrawal in that 
the Commission has already given notice of the grounds upon which the 
proceeding to deny registration is based, “so that he knows the reasons why 
the Commission has not allowed him to withdraw.” This statement indicates 
the need for the procedure proposed by the association. It discloses that the 
Commission apparently regards the grounds for initiating a denial of registra- 
tion proceeding as automatically controlling on whether withdrawal should 
be permitted. It is readily demonstrable that not every ground for denying 
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registration would justify a Commission finding that withdrawal of the appli- 
eation would be contrary to the public interest or the protection of investors. 
Presumably the Commission itself has recognized this point in permitting with- 
drawal in some cases after denial proceedings have commenced (see p. 144). 

7. The Commission’s recognition of the unconditional right of withdrawal 
pefore denial proceedings are begun (pp. 144, 248) suggests the desirability of 
rewording the association’s proposal to amend the 1934 and Investment Advisers 
Acts to reflect this right. Accordingly, it is suggested that the proposed amend- 
ments of such acts to carry out the association’s resolution be revised by 
substituting for the initial clause, “An application for registration under this 
section may be withdrawn upon application at any time before such registration 
becomes effective unless the Commission,” the following: 

“An application for registration under this section which has not become 
effective may be withdrawn upon application (1) at any time before the Com- 
mission has issued notice of a proceeding to deny registration, and (2) after 
issuance of such notice unless the Commission.” 

8. The Commission, in supporting its proposed amendment of section 305(a) 
of the Trust Indenture Act of 1939, offers as a justification the fact that by 
initiating stop-order proceedings under the Securities Act it can suspend the 
effectiveness of a registration statement. It has revised its section 305(b) 
proposal to make clear that it is relying on the stop-order analogy (pp. 126, 374). 
But the Commission fails to note that it issues notice of a stop-order proceeding 
only where there is reason to believe that a registration statement contains 
material misstatements or omissions. Now the Commission would impose the 
consequences of a stop-order type proceeding where the issues are quite dif- 
ferent, i.e., whether the indenture meets specified requirements of the 1939 act 
as to content and status of the trustee. So far as appears, the Commission 
has not demonstrated on the basis of its experience that compliance with the 
10-day notice and hearing requirements carried over from section 8(b) of the 
1933 act (which it now does not seek to change) has materially hampered its 
administration of the Trust Indenture Act. 

Respectfully yours, 
C. Roger NELSON. 


RESOLUTIONS ADOPTED BY THE HOUSE OF DELEGATES, AMERICAN BAR ASSOCIATION, 
AT THE 1959 MIDYEAR MEETING ° 


RESOLUTION NO. 1 


Whereas the American Bar Association supports the principle recognized by 
the Supreme Court of the United States in Jones v. Securities and Exchange 
Commission (298 U.S. 1 (1936)) that an applicant before an administrative 
agency should be permitted to withdraw his application unless it clearly ap 
pears that the interests of others will be injured thereby; and 

Whereas the association considers that whenever an agency proposes to pro- 
hibit or restrain such a withdrawal it should promptly issue a formal statement 
in writing of its reasons for believing withdrawal to be contrary to the public 
interest ; 

Now therefore, this association authorizes and directs the section of adminis- 
trative law by all necessary and appropriate means, including appearance be- 
fore committees of Congress: 

(1) To oppose legislation which would grant the Securities and Exchange 
Commission substantially unrestricted authority to prohibit withdrawal of a 
registration statement filed under the Securities Act of 1933 and to prohibit 
withdrawal of applications for registration as a broker-dealer or investment 
adviser, respectively, under the Securities Exchange Act of 1934 and the Invest- 
ment Advisers Act of 1940 after the Commission has instituted proceedings to 
deny such applications and, in particular, to oppose H.R. 9326, 9327, and 9330, 
and S, 2544, 2545, and 2546, 85th Congress, 1st session, and any successors thereto, 
insofar as they would grant the Commission such authority. 

(2) To support amendments of the above acts which will provide, with re- 
spect to a registration statement or application for registration which has not 
become effective, (@) an unlimited right or withdrawal before the Commission 
has given notice that it has begun proceedings looking toward denial or sus- 
pension of effectiveness, (b) a right of withdrawal after such notice unless the 
Commission, promptly after an application for withdrawal is filed, issues an 
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order prohibiting withdrawal which contains or is accompanied by findings in 
support of a determination that withdrawal would be contrary to the public 
interest or the protection of investors. 


RESOLUTION NO. 2 


Whereas two bills introduced in the 85th Congress, 1st session—S. 2544 and 
H.R. 9326—would amend section 8(b) of the Securities Act of 1933 to grant the 
Securities and Exchange Commission authority without prior notice or hearing 
to postpone the effective date of registration statements filed under the Secu- 
rities Act of 1933 and two further bills—S. 2547 and H.R. 98328—would amend 
the Trust Indenture Act of 1939 to give the Commission similar authority under 
that act. 

Now therefore, this association records its opposition to such amendments and 
authorizes and directs the section of administrative law to take necessary and 
appropriate action, including appearance before committees of Congress, to op- 
pose such bills and any successors thereto insofar as they would grant the 
Commission such authority. 





REPORT OF THE SECTION UPON THE ABOVE MATTERS 


RESOLUTION NO. 1. POWER OF THE SECURITIES AND EXCHANGE COMMISSION TO 
PROHIBIT WITHDRAWING AN APPLICATION 


The Securities Act of 1933 (15 U.S.C. sec. 77a) (1933 act) prescribes the pro- 
cedure for filing registration statements covering securities, and the Securities 
Exchange Act of 1934 (15 U.S.C. sec. 78a) (1934 act) and the Investment Ad- 
visers Act of 1940 (15 U.S.C. sec. 80b-1) (1940 act) govern the filing of ap- 
plications for registration as a broker-dealer and an investment adviser, re- 
spectively. Except as otherwise provided in such acts, the effective date of a 
registration statement filed under the 1933 act is the 20th day after filing and 
the effective date of applications for registration under the 1934 and 1940 acts is 
the 30th day after filing. None of these acts, however, contains provisions gov- 
erning the withdrawal of applications before they become effective. 

Bills were introduced in the 1st session of the 85th Congress to grant the 
Securities and Exchange Commission essentially unlimited authority to prevent 
the withdrawal of registration statements filed under the 1933 act and to prevent 
withdrawal of applications for registration filed under the other two acts where 
the Commission has begun proceedings to deny such applications. 

The question of when applications filed with agencies such as the Securities 
and Exchange Commission may be withdrawn sometimes presents problems of 
competing interests of the applicant and the public. Once a registration state 
ment or application has become effective, the probability is much greater that 
interests of investors to the general public will have intervened, which would 
make it inappropriate to permit unconditional withdrawal. When a registra- 
tion statement under the Securities Act of 1933 or applications under the other 
acts have not become effective, however, withdrawal should be permitted unless 
it is clear that injury to investors or to the public will result. The above resolu- 
tion supports the controlling doctrine of the leading case of Jones v. Securities 
and Exchange Commission (298 U. S. 1 (1936) ) and opposes the bills supported 
by the Commission which would repeal the rule of the Jones case. 

The Commission’s proposed amendments to the 1934 and 1940 acts would give 
it unlimited authority to prevent withdrawal of applications for registration 
as a broker-dealer or investment adviser once denial proceedings have begun. 
While such applications are matters of public record, they do not concern the 
investing public until they become effective and it is difficult to see any element 
of justifiable public reliance which would warrant the unlimited authority 
sought by the Commission. The Commission does not need such absolute author- 
ity in order to protect the interests of investors. 

The above resolution also proposes amendment of the three acts to include 
provisions establishing standards governing withdrawals of a registration state- 
ment or application for registration. Such an amendment of the 1933 act would 
recognize that normally a registrant should be free to withdraw a registration 
statement before effectiveness. It would provide an unlimited right to withdraw 
before the Commission has issued a notice of proceedings under section 8 looking 
toward denial or suspension of effectiveness, and a right of withdrawal after 
such notice unless the Commission, promptly after an application or withdrawal, 


+) mae 





is fil 
with 
A 
any | 
inter 
over 
to re 
secti 
rest! 
secti 
in fi 
lie vV 
state 
the | 
7 
shou 
app! 
latic 
for 
und 
N 
tive 
Har 
poss 
dra 
the 
app 
tive 
tion 
tair 
req 
an 
por 
or t 
T 
a cl 
var 
istr 
ach 
thi: 


RES 


a 
wilt 
act 
ma 
wil 
10 
pel 
or¢ 
the 
po} 
op) 


tre 
its 
pr 


wl 


re 
au 


tir 





oa. OS OD ee 


ww t / 


. eee 6 


~ Ve ye = 


ue Vw 


sa Rr ee 


=) cee 


SEC LEGISLATION 109 


is filed, issues an order prohibiting withdrawal accompanied by findings that 
withdrawal would be contrary to the public interest or the protection of investors. 

A registration statement, before it becomes effective and before the sale of 
any securities thereunder, is in such a preliminary and tentative status that the 
interest of the registrant in withdrawing it should normally be given precedence 
over any potential interests of investors or the public in compelling registrant 
to remain subject to Commission jurisdiction. The legislation supported by the 
section would recognize authority in the Commission, in appropriate cases, to 
restrain withdrawal where it is sought after an examination or proceeding under 
section 8 has begun. However, the Commission would be required to set forth 
in findings its reasons for considering that the interests of investors or the pub- 
lic would be prejudiced by withdrawal. The requirement that the Commission 
state its position would provide protection against arbitrary action and afford 
the registrant a basis for determining whether to seek court review. 

The section considers that the 1934 and 1940 acts (as well as the 1933 act) 
should include a provision establishing standards governing withdrawal of 
applications for registration. Accordingly, the above resolution calls for legis- 
lation requiring the Commission promptly to issue findings stating its reasons 
for denying an application for withdrawal of a registration application filed 
under such acts. 

Note.—On January 15, 1959, bills containing the Commission’s revised legisla- 
tive program were introduced in the House of Representatives by Congressman 
Harris. H.R. 2488, the bill to amend the 1933 act, omits the previous pro- 
posal to give the Commission virtually unlimited authority to prevent with- 
drawal of a registration statement. H.R. 24800 and 2482, the bills to amend 
the 1934 and 1940 acts, retain the prior proposals to prohibit withdrawals of 
applications for registration as a broker-dealer and investment adviser, respec- 
tively, except upon the consent of the Commission, if the withdrawal applica- 
tion is filed after a denial proceeding has begun. None of the three bills con- 
tains a provision comparable to that supported by the section which would 
require the Commission, whenever it proposes to bar withdrawal, to do so by 
an order issued promptly which contains or is accompanied by findings to sup- 
port its determination that withdrawal would be contrary to the public interest 
or the protection of investors. 

The omission of the 1933 act withdrawal proposal does not necessarily reflect 
a change in Commission attitude. In recent years the Commission has advanced 
various ground for distinguishing the Jones case as applied to preeffective reg- 
istration statements, and it may well have concluded that it can substantially 
achieve its objective by such means rather than seeking legislative change at 
this time. 


RESOLUTION NO. 2. POWER OF SECURITIES AND EXCHANGE COMMISSION TO POSTPONE 
EFFECTIVE DATE OF REGISTRATION STATEMENT WITHOUT NOTICE OF HEARING 


The section objects in principle to extension of the Commission’s power to act 
without notice and opportunity for hearing. Under section 8(b) of the 1933 
act, if it appears to the Commission that a registration statement is on its face 
materially incomplete or inaccurate, the Commission may, after giving notice 
within 10 days after the statement is filed and opportunity for hearing within 
10 days after the notice, issue an order before the effective date refusing to 
permit the statement to become effective until amended in accordance with the 
order. The proposed amendment to section 8(b) of the 1933 act would permit 
the Commission, prior to the effective date, to issue an ex parte order (a) post- 
poning the effective date pending a hearing and (6) giving the registrant an 
opportunity for a hearing within 15 days from the date of such order. 

Under this amendment the Commission could wait until 1 day before a regis- 
tration statement was to become effective then issue an ex parte order delaying 
effectiveness. Since the timing of an offering is often of vital importance to 
its success, such unlimited authority to postpone the effective date without 
prior notice would give the Commission substantially the power to determine 
whether or not the issue will reach the market and would give it a powerful 
weapon with which to compel changes in the registration statement not clearly 
required by the act. It is also feared that the existence of such ex parte 
authority might encourage the Commission staff in some cases to seek to bring 
about Commission postponement rather than complete a letter of comment in 
time to enable the registrant to meet objections and complete the registration. 
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The proposed amendment of section 305(b) of the Trust Indenture Act of 1939 
(1939 act) would make it conform to the proposed amendment of section 8(b) 
of the 1933 act. This proposed amendment is especially objectionable in that 
it would apparently permit the Commission to issue a separate ex parte order 
to postpone effectiveness indefinitely. Unlike the proposed amendment to the 
1933 act, this amendment would not require that the postponement order also 
set a date for hearing within a specified time. The Commission could issue a 
suspension order at anytime before effectiveness and, at such later time as it 
chose, issue an order for hearing on the question of refusal. Meanwhile, the 


security issue would be held up by ex parte action until after a Commission 
decision following hearings on refusal. 

It is the conclusion of the section that the Commission should not have 
authority to postpone effectiveness of registration statements by ex parte action 
beyond that which it already has in initiating step order proceedings, and the 
accompanying resolution was adopted to authorize oposition to the proposed 
changes in section 8(b) of the 1933 act and section 305(b) of the 1939 act. 

NoTe.—H.R. 2488, the current bill to amend the 1933 act, omits the formerly 
proposed amendment of section 8(b). H.R. 2483, the bill to amend the 1939 
act, retains the prior proposed amendment of that act insofar as it authorizes 
the Commission anytime prior to the effective date to issue a notice of hearing 
to be held within 15 days thereafter on whether to refuse effectiveness. It 
vmits the earlier provision which would have authorized the Commission by a 
separate order to postpone effectiveness. However, the practical effect of is- 


suance of the notice of hearing would be to hold up effectiveness pending the 
refusal order proceeding. 


Respectfully submitted. 
JOHN B. Gace, 
Chairman, Section of Administrative Lav. 
Senator Wituiams. Our third witness this morning is Mr. Brad- 
ford Ross, counsel for the United States Indepedent Telephone Asso- 
ciation. 
Proceed, Mr. Ross. Weare glad to have you here. 


STATEMENT OF BRADFORD ROSS, COUNSEL, THE UNITED STATES 
INDEPENDENT TELEPHONE ASSOCIATION, WASHINGTON, D.C. 


Mr. Ross. Thank you, Mr. Chairman. 

My name is Bradford Ross, of the law firm of Ross, Marsh & 
Foster, 725 15th Street NW., Washington, D.C. 1 appear on behalf 
of the United States Independent Telephone Association, a trade 
organization representing the independent telephone industry, an in- 
dustry in which there are 3,867 companies over the Nation which are 
independent of the Bell System. These independents operate over 
10 million telephones through some 10,765 separate exchanges. 

Independent telephone companies in the United States provide 
telephone service in approximately 10,000 cities, towns and communi- 
ties and serve more than half of the service area of the country. These 
companies are located principally in suburban communities and rural 
areas, and obviously are for the most part small business enterprises. 
In the aggregate they constitute a small portion of the telephone 
industry as compared to the Bell System. The independent tele- 
phone industry owns about one-sixth of the over 67 million telephones 
in service in the United States and over 12 percent of the approxi- 
mately $24 billion plant investment in telephone equipment. Out of 
the 3,867 independent telephone companies, more than 2,500 have less 
than 550 telephones and about 367 have between 550 and 1,000 tele- 
phones. Some 1,000 companies have more than 1,000 telephones. 

Our association has a vital concern in any legislation which would 


' 





assist 
panic 
incid 
mit 
4. 
y ' 
Act ¢ 
Th 
sistel 
3(b) 
ILR 
exell 
pear 
pend 
latte 
emp 
7 
Cor 
sect: 
be r: 
hi 
Shtl 
our 
pan 
To 
emy 
sma 
bur 
and 
fees 
heu 
trai 
‘1 
of 
eSS' 
the 
an 
reg 
ave 
ag 
im 
yet 


pa 
the 
an 


19 





39 


SEC LEGISLATION 111 


assist in the expanson and growth of independent telephone com- 
panies or which would, in part, relieve them of the financial burden 
incident to satisfying their capital requirements, or which would per- 
mit more expeditious financing. lis 

We are here today in support of the section 3(b) of the Securities 
Act of 1933. 

The United States Independent Telephone Association has con- 
sistently supported an increase in the present amount of the section 
3(b) exemption. In the 83d Congress, we appeared in support of 
IL.R. 7550 and S. 2846, companion bills, which proposed to raise the 
exemption to a maximum of $500,000. In the 85th Congress, we ap- 
eared before this subcommittee to support S. 810, introduced by 
Senator Thye, and S. 843, introduced by Senator Sparkman. These 
latter bills each recommended an increase of the section 3(b) ex- 
emption to $500,000. 

‘The same proposal now under consideration for an increase in the 
Commission’s exemptive authority under section 3(b) is contained in 
section 3 or S. 1178. We think, however, that the exemption should 
be raised to $1 million rather than the $500,000 proposed. 

In the statement which we presented to this subcommittee in the 
sith Congress on 8. 810 and g 843, the reasons were detailed why 
our association supported legislative relief for small telephone com- 
panies which must raise equity capital through interstate flotations. 
To summarize, these reasons were twofold: First, the increased ex- 
emption would be consistent with the national policy of fostering 
small businesses in our economy and of affording them relief from 
burdensome regulation, wherever compatible with the public interest; 
and, second, cash economies can be realized in legal and accounting 
fees, and printing costs, when regulation A procedures are utilized in 
lieu of the more complex procedures connected with a section 7 regis- 
tration statement. 

The independent telephone industry is now experiencing an era 
of rapid expansion. Enlargement of telephone plant facilities nec- 
essarily depends to a large extent on investor-provided capital, since 
there are rigid limitations on a regulated utility’s ability to finance 
an expension program from retained earnings. During recent years, 
regulation A notifications by independent telephone companies have 
averaged something on the order of 20 per year, representing an 
aggregate annual amount of approximately $4 million. But the full 
importance of the exemption to small telephone companies may not as 
yet have been fully realized. 

As stated in the Senate Report No. 438, 85th Congress, 1st session, 
pages 4-7, with reference to the $500,000 exemption proposed in 1957, 
the value of the dollar had declined to such an extent between 1945 
and 1957 that an exemption of $535,000 would have been required in 
1957 in order to provide proportionately the same benefit that was 
granted in 1945 when the exemption was raised from $100,000 to 
$300,000. In my opinion, one of the reasons that the exemption has 
not been more generally used by independent telephone companies 
has been that it is too low to be of help to very much of them. 

In his testimony before this subcommittee on May 23, 1957, on S. 
810 and S. 843, Mr. Jules Ables, Director, Office of Economic Advisor, 
Small Business Administration, made the following observation on 
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the potential use of regulation A which might be achieved in the 
future: He said: 

There is a long road ahead in persuading small firms to explore and utilize 
the present opportunities for tapping the securities market. * * * 

We in SBA are confident that a program of education among small companies 
and a closed liaison between the small company and the investment-banking 
house may be productive of a use of the securities markets for raising equity 
capital at a far more expanded rate than exists today. We are undertaking 
to implement our program with that end in view. The raising of the exemption 
limit from $300,000 to $500,000 for regulation A financing would be an important 
and useful tool in such an objective. 

Later in 1957, during hearings held by the Select Committee on 
Small Business pursuant. to House Resolution 56, in the 85th Con- 
gress, the potential usefulness of regulation A was also stressed by 
Small Business Administ rator, Mr. Wendell B. Barnes, who observed 
that (p. 229) : 

We estimate that there are 125,000 or more likely candidates for public 
financing among small businesses, and yet public issues for all kinds and sizes 
of corporations today are less than 15,000. Thus, there may well be over 100,000 
small companies which need and would benefit from public financing and yet 
apparently have not availed themselves of the opportunity. 

I would now like to comment briefly upon section 5 of this bill 
which proposes to enlarge the civil liability provisions presently ap- 
plicable to regulation A issues. At the outset, I want to make it 
clear that our association has not heretofore taken a position either 
for or against this proposed extension of liability. Thus, in the 84th 
Congress, although the association actively opposed H.R, 5701, which 
would have eliminated the section 3(b) exemption in its onan y, we 
did not participate in the hearings on H.R. 9319. H.R. 9, it will 
be recalled, was Congressman Bennett’s proposal to ce the 
stringent section 11 civil lability provisions of the act, applicable in 
the case of registration statements, to section 3(b) offerings as well. 
As the subcommittee knows, Mr. Bennett has introduced H.R. 4568 
in the present Congress, containing the same objective as H.R. 9319. 
We are pleased that the SEC has not favored saddling small business 
with such a sweeping test of liability, but has instez ud promoted the 
more moderate test contained in S. 1178 

At the time we were before this et ommittee during its hearings in 
the 85th Congress on S. 810 and S. 843, the language of the bills then 
being considered made it unnecessary for us to take a position on the 
question of extending civil liabilities. However, being cognizant of 
the fact that the members of this subcommittee, as well as the SEC, 
were seriously concerned with the problem, I stated then (at p. 31) 
as follows: 


The protection of investor interests has legitimately received much atten- 
tion in congressional hearings dealing with the section 3(b) exemption. Sig- 
nificantly, however, at no time during these hearings has any evidence or sug- 
gestion been advanced that securities issued by telephone companies availing 
themselves of the advantages of section 3(b) have harmed the investing public. 


I think that statement is still true in small telephone companies. 
That completes my statement, Mr. Chairman. 

Senator Witi1ams. Thank you very much, Mr. Ross. I think from 
your position you have experience that suggests the need for increas- 
ing the amount. You have seen companies that need more than the 
present maximum if they are going to use regulation A. 
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Mr. Ross. I am quite certain that if the exemption were raised to 
$1 million it would help a lot more companies than the present $300,- 
000 or the $500,000 for the reason, Mr. Chairman, that it is usually 
possible to obtain local financing in the small amount of $300,000 or 
$500,000. I think that is the reason that there have been only about 
20 applications under regulation A. It would be of real assistance 
if the Commission would see fit to raise the limit to $1 million, be- 

cause When you get past the $500,000, there are many more companies 
that need these funds but can’t get them locally. 

Senator WittiaMs. Have you compared the costs of the methods 
of regulation A and regular registration / 

Mr. Ross. I haven’t for the purpose of this testimony. We have 
looked into that in the past and find that there is a substantial burden. 
There seems to be some difference of opinion, I have noticed, among 
the witnesses in prior hearings in the House, at least, on how much of 
a burden it is. I think it is substantial, and I believe the SEC testi- 
mony concedes that there is a substantial difference. I am not in a 
position to tell you statistically just exactly how much. 

Senator Witi1aMs. How about cost comparison / 

Mr. Ross. The costs of printing, I think, are quite substantial. 

Senator Wituiams. And attorney’s fees, and accountant’s fees. 

Mr. Ross. Attorney’s fees and accountant’s fees also make it sub- 
stantially high. 

Senator WituraMs. But you cannot give us, roughly, how much the 
average cost differential is? 

Mr, Ross. I am not prepared todo so. If you want us to survey the 
situation, we can do it; but at this point we have testified so many 
times it seems to be conceded, so I didn’t go into that. 

Senator Wiis. That is perfectly all right. Thank you very 
much. 

The final witness this morning is Mr. James W. Robinson, an at- 
torney from New York. Glad to have you with us, Mr. Robinson. 
You may proceed in your own way. 

Mr. Rostnson. Glad to be here, and I will hurry it up and get you 
out in very quick order. 

Senator Witu1aMs. We are not complaining about that. 


STATEMENT OF JAMES W. ROBINSON, ATTORNEY, NEW YORK, N.Y. 


Mr. Ropinson. My testimony relates to S. 1178, particularly with 
the raising of the exemption, and the new civil and criminal lia- 
bilities. 

Senator Wiiu1ams. Could you give us just a word on your back- 
ground ? 

Mr. Roprnson. I am an associate in a law firm in New York City 
which does a good deal of corporate work and corpor ate financial 
work. Isthat sufficient? 

Senator Wiu1aMs, Is it your own firm? 

Mr. Rosrnson. No, I am not a partner; I am an associate. 

Senator Wiu1ams. What firm? 

Mr. Rosrnson. Frueauff, Farrell, Shanley & Johnsen. 

Senator WituiaMs. All right. 

Mr. Rostnson. I would like to make two points with respect to rais- 
ing the exemption. The first point relates somewhat to what was just 





114 SEC LEGISLATION 


said. Whatever the situation may be with respect to ordinary financ- 
ing, I think I can show that with respect to employee plans—and that 
is what [am talking about mainly here—it is much more advantageous 
and much cheaper to use a notification with an offering circular than 
a full registration with a formal prospectus. 

Senator Witt1ams. You spoke of employee plans? 

Mr. Rozsrnson. Employee stock plans that have to be registered be- 
cause they are public offerings. 

Senator Witi1aMs. I see. Senator Javits has advanced the philoso- 
phy of getting ownership more broadly held in our companies. I 
know he did mention that people who work in a plant should have a 
share in the ownership of the plant. 

I gather you are directing your attention now to this with the idea 
of making the opportunities easier for employees to share in the own- 

ership. 

Mr. Roprnson. That is correct. The plan I just had as an example 
in front of me happens to be that type of plan. Whenever a corpo- 
ration wants to establish and run an employee stock plan, as a prac- 
tical matter, regardless of what the law may be, they have to get out 
an employee booklet—some kind of a booklet which will explain i in 
easy terms to the employee what the plan is all about. They have to 
have that regardless of what other things they may have to have. 
When we use a notification and offering circular, as we have done, 
we can make the offering circular very simple to meet the require- 
ments of the act and the Commission. We just need a few printed 
pages and we wrap it around our employee booklet which we have to 
have anyway, and there is our offering circular. You can see just by 
looking at it the printing cost is very minimal. The notification itself 
is a typewritten doc ‘ament, and the cost of typewriting is very small. 
A large part of the notification is the offering circular L just presented. 
So I can’t see how we can argue that a full registration statement is 
about the same in cost as a notification, where it comes to employee 
plans. I think it is clear on its face that an employee plan can be 
offered much cheaper and much quicker and more practically with a 
notification. 

The second point I would like to make is that when we do this we 
do not sacrifice any information to the employee. He gets full, ade- 
quate disclosure and is protected in every way that information can 
protect him. In this particular plan the employee can have his own 
contributions and the company contributions invested in one or two 
stocks of large companies listed on the New York Stock Exchange. 
If he says that he wants his contributions invested in stock A, the re- 
sult is that he is treated as a stockholder in company A. He gets the 
notice of the annual meeting, he gets proxy statements, and he gets 
an annual report, which in this case happens to be 36 pages long, ‘and 
he gets interim reports every quarter. Since this is a listed stock 
and since it is involved in financing all this material, it meets the 
standards of the Securities Exc hange Act and since the stock is listed 
on the New York Stock Exchange, he gets the benefits of the rules 
and regulations of the New York Stock Exchange. 

It also hi appens that this plan is exempt under the Internal Reve- 
nue Code and, therefore, he has all the protection that comes from 
operations in acco ordance with the code and the regulations. Em- 
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ployers are very careful to see to it that they don’t do anything which 
will lose their exemption under the code. 

The same thing, of course, applies if he wanted to have his con- 
tributions invested in company B. He would get the same kind of 
materials for stock B. 

I would like to made one other distinction between an employee 
lan and ordinary financing. And that is that the employee plan 
a going on year after year. 

Senator WituraMs. This is an employee stock plan ? 

Mr. Rosrnson. That is the only kind that I think the SEC would 
be involved in, a plan where securities are issued. 

Senator Witui1aMs. You are talking about employees. Now what 
is the 

Mr. Rosrnson. You mean, how does that come into the Securities 
Act? The trustee buys securities, and the securities are held by the 
trustee, and eventually, under specified circumstances, the securities 
are transferred to the employee. 

Senator Wiiu1aMs. This a pension plan? 

Mr. Rozsrnson. It happens to be technically a profit-sharing plan in 
this case. 

Senator Witu1aMs. Oh, you are dealing with a specific case? 

Mr. Rosrnson. It is not just one case; there are lots of them around. 

Senator Wiii1aMs. And is the stock purchased by the trustee, the 
stock of the employer? 

Mr. Rosrnson. It depends. In some cases it is, but it happens in 
this particular plan, it was the stock of the corporate stockholders of 
the employer. This is a special corporation. It is a petrochemical 
corporation set up by two large oil companies, and the employees have 
been transferred from the large oil company to this small petrochem- 
ical company. The two large oil companies have their own big plants, 
but this petrochemical company has a small plant, and the employees 
of the petrochemical company, many of whom were once employed 
by the oil companies, can invest in ie stock of either or both of the 
large oil companies through the plan. 

Senator WituiaMs. Fine. 

Mr. Rozrnson. And the interests in the plan are considered secu- 
rities by the Commission. 

I wanted to mention one point before I leave that, and that is that 
stock offerings, through employee plans, continue year after year. Itis 
not like a financing case. Each year there have to be filings, and, 
therefore, the cumulative effects of having to put in these filings each 
~~ is substantial. Maybe if you look at it just for 1 year it may not 

e so much, but if the plan is continued year after year for decades, 
the saving would be substantial over a long period of time. 

To move on to my second point, on criminal and civil liabilities. I 
would like to make three points in that regard. 

The first is that customers of some underwriting houses won’t buy 
unless a security is fully registered. I discovered that 3 or 4 years ago 
some of the small houses which had been using regulation A offerings 
stopped using them and apparently the reason for that was customer 
resistance. They were not able to sell the securities through a regula- 
tion A offering. In other words, the customers preferred full regis- 
tration. When they had in front of them the question of whether 
they would participate or originate the underwriting, they asked 











116 SEC LEGISLATION 


themselves: “Is this a large enough underwriting to justify the bur- 
den of full registration?” If it wasn’t, they didn’t handle it. If it 
was, they gave it full registration. 

And these houses think that if these new additional civil and crim- 
inal liabilities become law that the offering circular’s reputation 
would go up and that the customer resistance to offering stock 
through offering circular would be diminished. 

The second point I would like to make is that I find, from those I 
interviewed, that underwriters do not seem to be very concerned about 
their own liabilities under the Securities Act. In other words, they 
look at a proposed issue almost entirely from a business point of view. 
If they like it from a business point of view, they are not too worried. 
I am talking about the reputable houses. They are not too worried 
about their own lability. Their name is on the offering circular or 
the prospectus: they feel they have to stand behind it. And for that 
reason, at least one of the officers I talked to would not have been 
concerned if these new proposed civil liabilities for nonissuers were ex- 
tended to underwriters as well as to those who signed the notification 
and the issuer. 

The third point I would like to make is that the largest underwriting 
houses never, or hardly ever, use regulation A. They won't say it 
so bluntly, maybe, but I think the reason is that they feel there is a 
possible risk of losing their reputation for a small issue. In other 
words, they are not convinced that regulation A is a sound way of 
offering the securities. It is just possible that if you insert these new 
civil and criminal liabilities that some of the bigger houses will offer 
securities through regulation A. I don’t know, I just say it is a pos- 
sibility. Of course, it is the bigger houses that have the money and 
that will help the small issuer. That is not confined just to the 
top underwriting houses. Other securities houses which have a sub- 
stantial securities business, but maybe a relatively small part is in 
underwriting, also do not use regulation A and apparently don’t think 
they will use regulation A. The example I have of that is Francis I. 
du Pont & Co. There is an advertisement which appeared in the 
Wall Street Journal which shows the underwritings in which they 
participated. This is a substantial amount of underwriting, but it is 
nothing like what the biggest houses engage in in the course of a year. 

So the fact is that the biggest underwriting houses and moderate 
securities houses which have a relatively small amount of underwriting 
business do not use regulation A at all. 

That is all I have to say. 

Senator Winr1ams. We are very grateful for this testimony. You 
have opened up a subject that has not been examined in these hear- 
ings, and it is good to have this testimony. It will be helpful later 
on. Thank you, Mr. Robinson. 

Did you submit your statement for the record ? 

Mr. Rosrnson. Yes, sir. 

(The material accompanying Mr. Robinson’s statement follows :) 


S. 1178, Section 3, 





EMPLOYEE OFFERINGS 


Section 3 of S. 1178 would amend the Securities Act of 1933, as amended (the 


act), by raising the exemption provided by section 3(b) of the act from $300,000 
$500,000. 
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Among the beneficial effects of such an increase in the exemption would be 
the facilitation of the offering of small employee stock plans through offering 
circulars pursuant to regulation A. 

As of June 1, 1959, approximately 20 of such plans were being offered pursuant 
to notifications of form I-A filed in the New York regional office and were 
enjoying the advantages of the exemption provided by section 3(b) of the act 
and regulation A of the rules of the Commission. The Commission, I under- 
stand, does not keep any central statistics giving the total number of employee 
stock plans filed and currently being offered under regulation A in all its regional 
offices, so the nationwide figures are not readily available. 

Except as to offerings of not more than $50,000 which have no unusual 
features (rule 257) an offering to each employee under regulation A is effected 
by the distribution to him of an offering circular, which is part of a notification 
filed with the Commission (rule 255). The offering circular and notification 
are generally much less of a burden on an issuer than a prospectus and a 
registration statement. For instance, the offering circular with respect to an em- 
ployee plan may consist of just a few small printed pages wrapped around the 
employee plan booklet. The booklet itself sometimes gives not only a com- 
prehensive, detailed description of the plan, in conformity (in the case of exempt 
plans) with Treasury Department regulations, but also the full text of the plan, 
which is more than is required to appear in a prospectus forming part of a 
registration statement on form S-8 or form S-1l. Since an employee booklet 
is necessary in any event, the few additional pages needed to meet the require- 
ments for an offering circular are not overly difficult or expensive to prepare. 
Under one type of employee plan offered by an offering circular, employees 
ean direct that their contributions be invested in U.S. Government bonds, series 
KE, or in one or more of the stocks of the corporate stockholders of the corpora- 
tion offering the plan. A plan of this type is often called an employee thrift or 
savings plan. The corporation offering the plan is basically the issuer, because 
it is issuing interests in the plan; but no money contributed to the plan is in- 
vested in the stock of the corporation offering the plan, so the offering corpora- 
tion is not an issuer in the sense that it is issuing its own stock or obligations. 
If a participating employee directs that his contributions be invested in the 
stock of one of the stockholder corporations, he is treated under such a plan as 
if he were a stockholder of that corporation and receives its proxy material 
as well as its annual reports and interim financial reports. The stocks in which 
employee contributions to such a plan may be invested often are listed on the 
New York Stock Exchange: and if thev are listed on any national securities 
exchange, the information which the employee gets is very voluminous and meets 
the standards set by the Securities Exchange Act of 1934 and Commission regu- 
lations thereunder. 

From the point of view of protecting the employee there is really no need of 
offering such a plan under a registration statement and prospectus. The method 
of offering such a plan through an offering circular protects the employee as 
well as full and adequate information can protect him and substartially as well 
as if it were offered by a prospectus. 

Nevertheless, under the present section 38(b) of the act the corporation offer- 
ing such a plan will have to file a registration statement and offer the plan 
through a prospectus as soon as the contributions of participating employees 
exceed the relatively small amount of $300,000 a year. In my opinion it is 
unreasonable to require employers offering such employee plans to fully register 
them when they still are small operations and participants can be adequately 
protected under regulation A. 

You are no doubt aware that corporate joint ventures are now quite common. 
An article, entitled “Corporate Ventures in Operation,” which appeared in the 
January 1959, issue of “The Business Lawyer” attests to their significance. 
When two or more unaffiliated corporations, embarking on such a joint venture, 
create a new corporation to construct and operate plants or engage in a 
Specialized activity, very often many of the employees of the new corporation 
have been transferred to it from one or more of its steckholder corporations. 
While such employees were employed by the stockholder corporations, they 
probably were members of employee plans through which on favorable terms 
they could purchase, directly or indirectly, the stocks of the stockholder corpo- 
rations; and upon transfer to the new corporation they want some equivalent 
of the plan benefits which their transfers force them to give up. A plan which 
would enable them to purchase the stock of the new corporation would gen- 
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erally be impractical for two reasons: First, all the stock of the new corpora- | 
tion is held by the stockholder corporations under a carefully worked out | 
formula, which would be nullified if stock were acquired under an employee | 
plan of the new corporation, and second the stock of the 1ew corporation itself, | 
which is usually relatively small, is unseasoned. However, a benefit plan 
through which the employees of the new corporation could purchase the stocks 
of any or all of the corporate stockholders would be (and in fact in many cases 
is) very practical and very advantageous to the employees of the new corpo- 
ration. Such a plan could properly be offered (and sometimes is offered) 
through an offering circular without any substantial risk of the employees not 
being given adequate information or of being lured into hazardous speculation 
if the stocks of the stockholder-corporations in which contributions of the em- 
ployees may be invested are seasoned stocks listed on the New York Stock 
Exchange or the American Stock Exchange and the employee plan itself is 
qualified under the Internal Revenue Code. In any case where the stock in 
which the contributions of the employees may be invested happens to be stock 
of an unseasoned company, or the plan itself happens not to be qualified under 
the Internal Revenue Code, more legal safeguards might be necessary, even 
though a present-day notification and offering circular do contain considerable 
information. It is suggested that for unusual cases appropriate safeguards 
could be provided by the rules and regulations of the Commission. 

Employee stock purchase plans (as distinguished from thrift or savings 
plans) of employers which are medium-sized or small corporations can also be 
offered advantageously through offering circulars without real danger to their 
employees except in cases where the employer-corporation is an unseasoned 
company ; and unseasoned companies are not likely to be offering their stocks to 
such large proportions of their employees that the offerings would constitute 
public offerings. Increasing the exemption to $500,000 would enable such em- 
ployers to continue to use offering circulars until they, or their employee plans, 
have obtained greater growth and are better able to sustain extraordinary 
expenses. 

You are asked to recall that employee offerings differ from other offerings in 
that they are continuous. Every year new filings must be made with the Com- 
mission whether the offering is made by means of a prospectus or an offering 
circular. For this reason the added burden of filing a registration statement 
rather than a notification becomes very onerous Over a period of years; and 
small- or moderate-sized employee plans should not have to bear such an addi- 
tional burden where the increase in the protection of employees would be negli- 
gible or even to be nonexistent as a practical matter. 

Finally, the value of money has fallen so much in the last 15 years and, if 
current trends are not halted, is expected by many authorities to fall so much 
further, that an increase in the amount of the exemption from $300,000 to 
$500,000 would appear to be in reality only a modest one. Measured by the 
difference between the value of $300,000 in 1945 (when sec. 3(b) of the act 
was last amended) and the value of $500,000 today the increase would be much 
less than $200,000 and hardly worth thinking twice about. 


S. 1178—Sections 5 anp 10—SMatit IssuES AND AVAILABILITY OF CAPITAL 


Section 5 of 8. 1178 would impose limited civil liabilities provisions with 
respect to notifications filed with the Commission under regulation A, and 


section 10 would extend the criminal liabilities provisions of the Securities Act, 
as amended (the act), to notifications. 


IMPOSITION OF CIVIL LIABILITIES 


The present section 11 of the act imposes civil liabilities on account of ma- 
terial misrepresentations or omissions in registration statements, and the present 
section 12 of the act imposes civil liabilities for material misrepresentations or 
omissions in prospectuses. It appears that the present section 11 would not 
impose civil liabilities on account of material misrepresentations or omissions 
in notifications on form 1—A (filed pursuant to regulation A) but that the pres- 
ent section 12 would impose civil liabilities on account of material misrepresen- 
tations or omissions in offering circulars as well as in prospectuses. 
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Section 5 of the bill would add a new subsection to the act, which would be 
section 12(b). The proposed new subsection (b), the last paragraph of section 
5 of the bill, would impose specified civil liabilities with respect to notifications. 

Under the present section 11 of the act the civil liability of the issuer 
(assuming it is a signatory) for material inaccuracies in the registration state- 
ment is almost absolute for a year after registration, as the issuer’s only 
defense would be to show that the buyer knew of the inaccuracy at the time 
of purchase. The civil liabilities of underwriters, signing officers of the issuers 
and directors under section 11 are less severe than those of issuers, because 
nonissuers have the defense of good-faith belief after reasonable investigation 
with respect to statements not made by an expert and the defense of lack of 
sause to believe the statement inaccurate with respect to statements made by 
experts. The civil liabilities of experts under section 11 extend only to the parts 
of the registration statement to which they lend their names, and experts have 
the defense of good-faith belief after reasonable investigation. 

The civil liabilities proposed by section 5 of the bill on account of material 
inaccuracies in a notification would be almost as stringent on issuers as are 
their liabilities now under section 11 of the act with respect to registration 
statements. However, S. 1178 would impose no civil liabilities upon under- 
writers or directors. Civil liabilities would be imposed only upon issuers, 
signing officers and persons who made the inaccuracy or caused it to be made; 
and any person other than an issuer would have a defense if he could sustain 
the burden of proof of showing that he acted in good faith and did not know 
of the untruth or the omission, even though he may not have made any reason- 
able investigation. Furthermore, under section 5 of the bill, which if enacted 
into law would become section 12(b) of the Securities Act, the issuer as well 
as signing officers and persons who make (or cause to be made) untrue state- 
ments would avoid any civil liabilities unless the buyer proved that in connec- 
tion with his purchase he received or was shown a copy of the inaccurate 
statement or document or relied on it. Of course, they all would avoid civil 
liabilities if the purchaser knew of the inaccuracy when he bought. 

As the civil liabilities which would be imposed by the proposed section 12(b) 
with respect to notifications on all persons other than issuers would be con- 
siderably less severe than the civil liabilities now imposed by the present sec- 
tion 11 in connection with registration statements, there seems to be little 
reason to feel that the proposed civil liabilities would hamper small business 
in its search for capital. Specifically the proposed civil liabilities do not appear 
to be so severe that they would induce issuers or others to insert in the notifica- 
tion (in which the offering circular is included) a great deal of protective 
language which would not be inserted except as a defense against such possible 
civil liabilities. Underwriters and directors would have no reason to require 
extra language, because civil liabilities would not be imposed upon them; and 
persons signing the document and experts would not require much extra lan- 
guage, because they have the defense of good faith and lack of knowledge of 
the untruth or omission (even though they may not have made a reasonable 
investigation). Therefore, the only question which remains is with respect to 
issuers, upon which would be imposed a severe civil liability. This does not 
appear to be much of a question, because issuers should certainly know the 
facts sufficiently to be able to get up an accurate notification without a lot of 
protective language. 


EXTENSION OF CRIMINAL LIABILITIES 


Section 24 of the act presently provides criminal penalties for any person 
who in a registration statement willfully makes a material untrue statement 
or willfully omits to state a material fact. The present section 24 is limited 
to deliberate material inaccuracies in a registration statement. The bill, S. 
1178, would extend the criminal penalties beyond registration statements to 
any “application, report or document filed under this title or any rule or regula- 
tion thereunder,” which would include notifications filed on form 1—A under 
reguiation A. 

As the criminal liabilities are applicable only in cases of deliberate wrong- 
doing, they will not induce issuers or others to insert more language in a 
notification than is necessary to present the facts as known to those presenting 
them. The public, securities dealers and underwriters all expect deliberate 





120 SEC LEGISLATION 





falsifiers to be criminally liable. Consequently the extension of criminal liabil- 


ities to notifications should not make the search for capital of small businesses 
any more difficult. 


VIEWS OF SOME SECURITIES HOUSES 


Whether sections 5 and 10 of S. 1178 become law or not, it will make no 
difference with respect to the raising of capital by small business through offer- 
ings under regulation A by means of offering circulars having as underwriters 
the largest investment houses in New York City. It seems that these large in- 
vestment banking firms do not (or very rarely) offer securities under regulation 
A. According to Mr, Powell Robinson, assistant vice president of the First 
Boston Corp., that corporation has never offered securities through an offering 
circular under regulation A. 

The same appears to be true for prominent securities firms whose under- 
writing activities are substantial but not large in proportion to their size. An 
example of this type of firm would be Francis I. Du Pont & Co. The extent of 
its underwriting activities are shown in an advertisement listing its under- 
writing participations for 1958, which advertisement appeared in the Wall 
Street Journal, January 28-29, 1959. According to one partner in the under- 
writing department, Mr. E. N. Jones, such activities are growing, so that asa 
practical matter it is extremely unlikely that in the future this firm will offer 
securities under regulation A. 

It seems then to be correct to say that this bill will not influence the prac- 
tices of the largest underwriting firms in New York City or large securities 
houses which have a substantial, though relatively modest, underwriting de- 
partment. 

On the other hand, the enactment into law of sections 5 and 10 of S. 1178 may 
be expected to influence the activities of smaller securities firms in raising cap- 
ital for small business. 

S. D. Fuller & Co. believes that, if these two sections become law, it will help 
small businesses in their search for capital. According to Mr. Brewster Righter, 
partner in charge of the Syndicate Department, the increased civil and criminal 
liabilities will only cause a moderate expansion of the language in notifications 
(including offering circulars) and will tend to make for better disclosure. 
Mr. Righter feels that once the lawyers get used to the new sections, they will 
not have to do much extra work, so that costs to issuers will not be increased 
substantially. Mr. Righter points out that the accounting provisions will not 
have been changed and that notifications will still be filed in the regional offices 
of the Commission. He believes that if sections 5 and 10 become law and the 
exemption is raised to $500,000, raising capital under regulation A will be fa- 
cilitated. In the last 4 years 8S. D. Fuller & Co. have not handled any regula- 
tion A offerings. This is due partly to the $30,000 exemption, which has made 
regulation A unavailable for the increasing number of offerings of larger 
amounts of securities which the firm has originated or in which it has partici- 
pated and partly to an aversion to regulation A offerings because the manage- 
ments of issuers cannot be held to a strict enough accounting for irresponsible 
practices. 

According to Mr. Stuart Beringer, a vice president in the underwriting de 
partment of P. W. Brooks & Co., Inc., it will be helpful to small business if 
sections 5 and 10 of §. 1178 become law. Mr. Beringer feels that purchasers of 
securities would appreciate the additional civil liabilities which would be pro- 
vided by these two sections. He believes that, if these two sections were enacted 
into law, purchasers of securities would regard offering circulars as more con- 
servative and reliable documents than they now regard them. Mr. Beringer 
feels that underwriters should, and have to, stand behind what they sell, so he 
would not be disturbed if the new civil liabilities for nonissuers proposed by 
section 5 of the bill were extended to underwriters. He does not believe that 
the enactment of these two sections will have the effect of inducing issuers and 
others to insert much more protective language in offering circulars. He notes 
that since 1956 the differences between the requirements for an offering circular 
and those for a prospectus have been narrowed; and he feels that it often has 
been advantageous in the past 2 years to use registration statements rather 
than notifications, because offering circulars have not been well regarded by 
some prospective purchasers. The proposed amendments to sections 12 and 24 
of the act should tend, in his opinion, to raise the esteem in which offering 
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circulars are held and thus make them more useful to underwriters of small 
issues. 

Up to the present time 100 percent of the business of Pearson, Murphy & Co., 
Inc., has consisted of underwriting securities offered under regulation A. The 
firm is now handling a few issues of $759,000, but this is very exceptional. Ac- 
cording to Mr. William Pearson, senior partner, it would be advantageous both 
to increase the exemption to $500,000 and to enact into law the proposed civil 
and criminal liabilities. Mr. Pearson thinks that one unfortunate result of the 
$300,000 limitation in this inflationary era is that sometimes issuers ask for 
less money than they need just to keep within the low limitation and at other 
times they miscalculate and need more money than they estimated, so that 
after issuing an insufficient amount of stock they are in a bad spot. The addi- 
tional liabilities which would be imposed by the bill will make more accountable 
those who are negligent and the few who are dishonest, in Mr. Pearson’s opin- 
ion; and Mr. Pearson does not think that the additional liabilities will cause 
issuers or others to insert a large amount of protective language in the offering 
circulars. Mr. Pearson’s 20 years of experience as a banker and his experience 
as an underwriter convince him that only a relatively few people are dishonest. 
Mr. Pearson thinks that 85 percent of business success lies in management. 
After that he looks to see if the issuer’s product is good. Nine out of ten is- 
suers with good managements and a good product will succeed, according to 
Mr. Pearson, if they can get financing. Overall the cost of issuing securities 
under regulation A is not high, says Mr. Pearson. The underwriter does not 
make much out of the percentage of the proceeds of the issue. If this percentage 
is 20 percent, the underwriter will have to give 15 percent to brokers and 10 
percent to salesmen to induce them to sell the stock; and he provides them with 
services and facilities to assist them in their efforts to sell the stock. Where the 
underwriter of these small issues makes money is in the stock allotted to it by 
the principal owners. The cost to the managements of small corporations is 
relatively light, because a successful financing enables them to put their cor- 
porations on a firm footing; and in effect issuers merely get less money for 
their stock. The immediate cost to the public is high percentagewise; but if 
the financing is successful, the public gets a good profit. Mr. Pearson’s ex- 
perience has been that managements complain about the cost more than the 
public. In general he believes that the proposed amendments will make regu- 
lation A offerings a better means by which small businesses may obtain capital. 

All five above-mentioned securities firms are high-quality business organiza- 
tions with excellent reputations and are located in New York City. 


Senator Witi1aMs. The hearings will recess until 10 o’clock to- 
morrow morning in this room, 

(Whereupon, at 12:10 p.m., the subcommittee recessed, to recon- 
vene at 10 a.m., June 18, 1959.) 
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THURSDAY, JUNE 18, 1959 
U.S. SENATE, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator Harrison A. Williams, Jr. 
(chairman of the subcommittee) , presiding. 

Present : Senators Williams, Javits, and Bush. 

Senator WiiuiaMs. Will the subcommittee come to order? 

We continue our hearings this morning of this Subcommittee on 
Securities with the further consideration ‘of certain proposals of the 
SEC contained in measures introduced by Senators Robertson and 
Capehart, by request, bills S. 1180, S. 1181, and S. 1182. 

The first witnesses this morning are from the Securities and Ex- 
change Commission, Commissioner Orrick and Charles E. Shreve, 
Mr. Woodle, and Mr. Loomis, I believe, gentlemen. 


STATEMENTS OF ANDREW DOWNEY ORRICK, HAROLD C. PATTER- 
SON, AND JAMES C. SARGENT, COMMISSIONERS, SECURITIES AND 
EXCHANGE COMMISSION 


Mr. Orrick. Mr. Chairman, my name is Andrew Downey Orrick. 
I am a member of the Securities and Exchange Commission. With 
me today are my two colleagues, Commissioner Harold C. Patterson, 
of Virginia, and Commissioner James C. Sargent, of New York. 

As the Chairman of the Commission informed the committee last 
Monday, he is unavoidably absent today. 

The Commission is also accompanied by various members of its 
staff. If I may introduce them now, on my far left is Joseph C. 
Woodle, who is the Director of our Division of C Jorporate Regulation, 
and on my immediate left is Charles Shreve, who is the Chief of the 
Interpretive Branch in the Corporate Finance Division, and on my 
right is Philip A, Loomis, Jr., who is the Director of the Division of 
Tr: ading and Exchanges. Mr. Lawrence M. Greene is also present. 
He is the Assistant Director of the Corporate Regulation Division in 
charge of the Branch of Investment Company Regulation. 

Senator Wint1aMs. Fine. Will you proceed? 

Mr. Orrick. On Monday we presented testimony in support of S. 
1178 and S. 1179, bills which would amend the Securities Act of 1933 
and the Securities Exchange Act of 1934, respectively. ‘This morning, 
in accordance with your suggestion, our testimony will be directed 
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to S. 1180, which would amend the Trust Indenture Act of 1939; S. 


gu 

1181, which would amend the Investment Company Act of 1940; and a, 
S. 1182, which would amend the Investment Advisers Act of 1940. pr 
At our hearings on Monday, Mr. Chairman, you included in the Pn 
appendix to the record a comparative print of each of the bills and a pr 


statement we had submitted containing a section-by-section analysis pa 
which sets forth as to each proposal for amendment a summary of the mm 


present law, the problem sought to be met by the amendment, and the the 
remedy provided for in the bill as submitted. Our oral presentation ! 
will be confined, as it was on Monday, principally to a summary of the _ 
more significant proposals for amendment. wit 


The Trust Indenture Act is closely integrated with the Securities | T 
Act. The Trust Indenture Act requires that debt securities publicly 


offered for sale must be issued under an indenture which meets certain ce 
statutory requirements and standards for investor protection and has ke 
been duly qualified with the Commission. The changes in this statute pe 
proposed by S. 1180 are designed primarily to conform the act to the 


. : es : po 
recommendations for amendment to the Securities Act which were the ab 


subject of testimony last Monday. 


The Investment Company Act provides for the registration and - 
regulation of companies primarily engaged in the business of invest- ie 
ing, reinvesting, holding, and trading in securities. The proposed | 
amendments to this statute embodied in 8. 1181 would, first, require cu 
an investment company to state as matters of fundamental policy, sp 
which generally could not be changed without the consent of its share- <> 
holders, the extent to which it intends to invest in particular typesof | 4, 
securities and such other basic investment objectives which it rep- | a 
resents it will emphasize; secondly, the proposals will strengthen the ps 


provisions requiring that there be a minimum number of independent of 
directors; third, limit the extent to which a face-amount investment hes 


company can include preferred and common stock in its “qualified ti 


' 
investments”; fourth, make clear the application of the statute toan | oy 
“advisory board”; and, fifthly, modify the stated exceptions available |  ;; 
to companies subject to regulation by the Interstate Commerce Com- re 
mission and the exceptions applicable to companies engaged in bank- \ 
ing, insurance, small loan, factoring, discount, or real estate businesses. | ne 


If I may interpolate for a moment, Mr. Chairman, members of the 
committee, the Commission has over a period of years discussed these T 
proposals with representative groups of industry. Specifically with 
respect to the Investment Company Act, the National Association of 


: ee: . V 
Investment Companies have been in communication with us frequently fy 
in conferences and by letter and oral hearings before the Commission | y. 
on these proposals. Most of the proposals which we are makinginthis | — ; 


bill have been agreed to as being desirable from the standpoint of the 
investment companies to their regulation. - 

There are two proposals which unquestionably they will talk about, al 
about which we have disagreement, but we have worked out insofar 
as we can all of the points of disagreement, and we find ourselves in : 
conflict, I believe, in only two points. 

We did not discuss these proposals and specifically the proposal to | 
amend section 3(c) (9) with the companies that are subject to the 


jurisdiction of the Interstate Commerce Commission. Our theory of 
discussion with industry groups was to discuss our proposals with or- 
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ganizations which represented the entire industry on subjects where 
there was a possibility of reaching a rapport. Where there was a 
provision proposed by us which took away or modified an exemption 
from the regulation of the statute, it could be assumed that there 
probably would be no rapport between the Commission and the com- 
panies that might be affected by the modification of the exemption 
from regulation, and we did not have, consequently, conferences with 
the companies that might be affected by that particular proposal. 

The Investment Advisers Act provides for the registration of per- 
sons engaged in the business of advising others with respect to secu- 
rities and prohibits certain activities by registered investment advisers. 
The proposed changes in this statute covered by S. 1182, would, first, 
expand the basis for disqualification of a registrant because of prior 
misconduct ; second, authorize the Commission by rule to require the 
keeping of books and records and the filing of reports; third, permit 
periodic examinations of a registrant’s books and records; fourth, em- 
power the Commission by rule to define and prescribe means reason- 
ably designed to prevent fraudulent practices; fifth, extend criminal 
liability for a willful violation of a rule or order of the Commission ; 
and, sixth, revise the provisions relating to the postponement of effec- 
tiveness and the withdrawal of applications for registration. 

Again, Mr. Chairman and members of the committee, we have dis- 
cussed these proposals at very great length with industry groups and 
specifically the investment counselors’ association, and so far as we 
are aware, no objections have been raised to the provisions contained in 
our proposal, and I think I can go so far as to say that they are sup- 
ported by the industry group. 

In accordance with the procedure followed at Monday’s hearing, a 
statement with respect to the details of the specific bills will be made 
by a staff official of the division charged with responsibility for opera- 
tions under the statute which is the subject of the particular bill. 
This morning, Mr. Charles Shreve, Chief of Branch of Interpreta- 
tions and Review of our Division of Corporation Finance, will address 
himself to S. 1180, Mr. Joseph C. Woodle, Director of the Division of 
Corporate Regulation, to S. 1181, and Mr. Philip A. Loomis, Jr., Di- 
rector of the Division of Trading and Exchanges, to S. 1182. 

Perhaps, Mr. Chairman, Mr. Shreve could lead off on S. 1180, the 
Trust Indenture Act, if you desire. 

Senator Witu1AMs. I wonder if there are any questions at this time. 
We probably would prefer to have the detailed questioning after the 
full panel has presented its opinion. But in the event that Senator 
Javits or Senator Bush want to leave before that is concluded, because 
it is a busy day around here, are there any questions at this time? 

Senator Javirs. Mr. Chairman, may we have the indulgence of the 
witnesses to ask questions if we wish to interrupt. I am just reading 
ahead through the statement, and I will have some questions. 

Senator Wiuiams. All right, with that arrangement, we will 
proceed. 
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STATEMENT OF CHARLES E. SHREVE, CHIEF, BRANCH OF INTER- 
PRETATIONS AND REVIEW, DIVISION OF CORPORATION FINANCE, 
SECURITIES AND EXCHANGE COMMISSION 


Mr. Sureve. Mr. Chairman, members of the subcommittee, I am 
Charles E. Shreve of the Commission’s Division of Corporation 
Finance. 

S. 1180, the enactment of which is being urged by the Commission, 
contains three amendments to the Trust Indenture Act of 1939. 

Section 304(a) (8) of the act exempts any security to be issued 
otherwise than under an indenture in an aggregate principal amount 
not to exceed $250,000 within 12 consecutive months. Section 1 of the 
bill would increase this ceiling to $500,000, making this exemption of 
equal amount to that proposed under section 3(b) of the Securities 
Act. 

Section 304(c) of the act requires the Commission to grant exemp- 
tions from certain sections of the act governing the provisions of trust 
indentures if at the time the exemption is requested there are bonds 
outstanding under the indenture to be qualified which were outstand- 
ing at the time the act went into effect and the applicant sustains the 
burden of proving that changes in the indenture to conform to statu- 
tory provisions would require the consent of the holders of outstand- 
ing bonds. The Commission has in the past by order exempted in- 
dentures from certain limited provisions of the act on the basis of such 
applications. Thus, such an order may exempt the indenture from 
the provisions of section 316(a) (1) of the act so as to permit holders 
of less than a majority of outstanding bonds to direct the trustee to 
take appropriate action on their behalf. Where, because of contrac- 
tual oblivetsons in connection with certain series of bonds issued 
shortly after the passage of the act a company has been unable to 
bring its indenture into complete compliance with the requirements of 
the act, there will come a time when the indenture can be neither fully 
qualified under the act nor will the Commission be empowered to grant 
such exemption. Accordingly, without such exemption such a com- 
pany would be unable to continue its debt financing under the inden- 
ture under which its properties are mortgaged until such early series 
are no longer outstanding. Section 2 of the bill would afford such a 
company additional time within which to achieve such full 
compliance. (See p. 204.) 

Section 305(b) of the act provides machinery for administrative 
proceedings to be instituted by the Commission by which the Commis- 
sion may test whether the indenture complies in al] respects with the 
requirements of the act and whether the indenture trustee possesses 
the attributes of eligibility and qualification as prescribed by the act. 
As presently provided, such a proceeding must be instituted not later 
than 10 days after the filing, and the hearing must follow within 10 
days after notice. The restrictive time so imposed upon the institu- 
tion of the proceeding makes this remedy administratively imprac- 
ticable. Under section 3 of the bill the Commission would be able to 
institute a proceeding at any time after the filing but. prior to the 
effective date. 

On reexamination it appears that the language of section 3 of the 
bill needs clarification, and the Commission recommends the modifica- 
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tion embraced in the ppm to the comparative print which I 
would like now to offer for the record. (See appendix, p. 374.) 

Senator WituiaMs. All right, we will receive that for the record 
this morning. 

Mr. Sureve. The suggested new language conforms more nearly to 
the language of section 8(d) of the Securities Act under which stop- 
order proceedings are instituted to test the truth and accuracy of 
registration statements. 

Senator WituiuMs. All right, Mr. Woodle. 


STATEMENTS OF JOSEPH C. WOODLE, DIRECTOR, AND LAWRENCE 
M. GREENE, ASSISTANT DIRECTOR, DIVISION OF CORPORATE 
REGULATION, SECURITIES AND EXCHANGE COMMISSION 


Mr. Wooptr. Mr. Chairman, members of the subcommittee, my 
name is Joseph C. Woodle. I am Director of the Commission’s Divi- 
sion of Corporate Regulation, which Division is charged, among other 
things, with the initial responsibilities in the administration “of the 
Investment Company Act of 1940. I am accompanied by Mr. Law- 
rence M. Greene, Assistant Director of this Division, who is directly 
in charge of that part of our work arising out of the administration 
of the Investment Company Act. 

The general objective of this statute is to protect the public and 
investors against malpractices in the control, management and opera- 
tion of publicly owned investment companies. It requires the registra- 
tion of such companies and seeks in general to secure honest and 
unbiased management of investors’ funds, to give security holders 
a substantial voice in the company and in the selection of management, 
to obtain sound and feasible capital structures, to assure fairness in 
all transactions between affiliated persons and the company and to 
provide shareholders with periodic financial reports. 

The proposed amendments, apart from clarifying and technical 
amendments, are designed to strengthen the basic objec tives of the 
statute in areas where experience has shown gaps in the fabric of 
investor protection. Although these proposals would provide impor- 

tant benefits to investors , they do not involve any drastic change in the 
scope of the Commission's Ss present supervision over these companies. 

One of the more important proposals, embodied in sections 12 and 
16 of the bill, would compel a registered investment company to 
recite in its statement of policy the nature of its investment objectives 
and investment characteristics, and would preclude any change in 
such investment policy until the consent is obtained of a majority 
vote of the outstanding shares. 

Section 8(b) of the act now requires that an investment company 
must set forth in its registration statement filed under the act a recital 
of its policy in respect of certain basic matters. For example, it is 
required to state whether it will operate as an open-end company or 
a closed-end company, whether it intends to borrow money or to issue 
senior securities, whether it intends to concentrate its investments in 
a particular industry and whether it will engage in the business of 
underwriting securities. Under section 13 of the act the company 
may not change these policies unless authorized by a vote of the ma- 
jority of its outstanding voting securities. 
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While the statements of policy which are thus required to be re- 
cited and which can only be changed with the approval of stockholders 
are clearly important to investors, the company’s investment objec- 
tives and investment characteristics, which are also of great impor- 
tance, are not expressly required to be set forth in section 8(b) and 
are not subject to the voting requirements of section 13. Hence, al- 
though an investment company is required, as a matter of disclosure, 
to set forth in its registration statement whether it intends to invest 
entirely in bonds or in common stocks, or in a balanced proportion 
of bonds, preferred stock or common stock, the management may at 
any time change this investment objective without the authorization 
or consent of shareholders. An investment company may hold itself 
out as an income fund with emphasis on the yield or return from its 
investments as its primary objective and sell its securities on the 
streneth of such a representation and then switch its policy, without 
the consent of its shareholders, to that of capital appreciation as its 
primary objective. 

To permit changes in the investment policy of a company without 
majority stockholder approval seems inconsistent with the purpose 
of the act to provide investors with a voice in the affairs of their com- 
pany upon fundamental questions. Such changes are not minor mat- 
ters but involve drastic alterations in the investment approach of the 
management. Investment companies themselves recognize the import- 
ance of these portfolio objectives or characteristics to investors and 
prospective purchasers and base their sales campaigns in large measure 
onthem. Indeed, their own “tombstone” advertisements, which under 
the Securities Act of 1933 may do no more than identify the security 
being offered, generally contain a description of the investment com- 
pany as a “balanced fund,” a “crowth fund,” an “income fund” o 
some similar designation. Matters such as these which go to the core 
of the character of the company should not be subject to change with- 
out the consent of the security holders. They are of at least equal im- 
portance with the matters now required to be stated under section 8 (b) 
and should be treated similarly. 

In making this recommendation, the Commission has no desire to 
impede the managerial functions of the board of directors of the in- 
vestment company, nor to dictate its policy. As at present, the com- 
pany would be free to determine its investment objective. To assure 
to management adequate flexibility, the proposed amendment permits 
the investment company to “make appropriate reservations of free- 
dom of action for the protection of investors.” While this statement 
is cast in general terms, it is intended to emphasize that management 
may reserve full discretion to acquire so-called defensive securities 
such as high-grade corporate bonds or preferred stocks or Government 
securities when it deems such action to be appropriate. 

Experience has shown that some modification is necessary in the 
statutory provisions dealing with the affiliations of directors of invest- 
ment companies. Section 13 of the bill would strengthen the existing 
provisions of section 10 of the act which have as their general purpose 
assurance that an investment company will have a certain minimum 
number of independent members on the board of directors. I used the 
word “independent,” although it is not so expressed in the pertinent 
statutory provision, because the legislative history of the act, the con- 
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gressional hearings and the committee reports repeatedly use the term 
and it is most descriptive of what is clearly the prime objective of these 
provisions of the statute. Section 10 is designed to mitigate the _po- 
tential conflicts of interest among those persons who have ea pecuniary 
stake in the investment company due to their status as manager, invest- 
ment adviser, broker, investment banker or principal underwriter or 
who have an indirect interest because of their affiliation. In this con- 
text, sections 10(a) and 10(b) of the act should be read together. 

Section 10(a) requires that at least 40 percent of the members of the 
board be persons who are not part of the operational management of 
the company. Specifically, it directs that not more than 60 percent of 
the board may be officers, employees or investment advisers of the 
investment company or affiliated persons of an investment adviser of 
the investment company. Section 10(b) has a stricter limitation, pro- 
viding that the majority of the board may not be made up of regular 
brokers or principal underwriters of the investment company, or in- 
vestment bankers, or affiliated persons of such brokers, underwriters 
or investment bankers. 

Despite these limitations, because sections 10(a) and 10(b) are 
not keyed together, it is possible to have a board of directors without 
any “independent” directors on the board. For example, a board of 
five members could consist of three officers of the investment com- 
pany and two regular brokers for the company or three officers and 
two principal underwriters for the company. Other deviations are 
possible, such as the designation on the board as though he were an 
“independent” director, a person in control of the investment com- 
pany or a stockholder of the investment adviser who would be an 
“affiliated person” but for the fact that instead of owning 5 percent 
of the stock of the investment adviser, he owns only 4.9 percent. I 
may add that these are not merely theoretical possibilities. They 
have actually been resorted to in one form or another. The employ- 
ment of such loopholes by investment companies would seem to con- 
stitute a circumvention of the intention of the statute that there be a 
certain number of independent, disinterested directors who would act 
as “watch dogs” over the affairs and activities of operational man- 
agement. 

Section 13 of the bill reflects the Commission’s view that stock- 
holders of the investment adviser, including those with less than a 
5 percent interest, regular brokers and principal underwriters for the 
investment company and controlling or controlled persons of the 
investment company, investment adviser and underwriter and their 
afliliates are so closely related to the management that they cannot 
be deemed to be truly disinterested representativ es of the public inves- 
tor interest. They would normally have a pecuniary stake in the 
management and could not be considered to be “independent” direc- 
tors in any true sense of the word. A director cannot properly be 
designated as “independent” so long as he owes allegiance to manage- 
ment from whom he derives ecuniary benefit. 

In order to effectuate ‘fully the policy of section 10, the above- 
mentioned classes and their affiliated persons should be placed in the 
same category as officers, employees and the investment adviser of the 
investment company. The proposed amendment places in the 60- 
percent category of section 10(a), along with officers, employees and 
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the investment adviser, all the persons just described, except the regular 
brokers of the company and their affiliated persons. In recognition 
of the view that such regular brokers may not be as closely related 
to management, the amendment provides that officers, employees and 
the other per ‘sons I have mentioned, together with aatee brokers, 
may not exceed 80 percent of the membership of the board. Thus, 
where a broker is a director, at least 1 member of a board of 5 or less 
and at least 2 members of a board of from 6 to 10 would have to be 
truly independent directors. 

The Commission has grown somewhat concerned with the pro- 
visions of the act governing the portfolio requirements of face-amount 
certificate companies. Briefly, a face-amount certificate company 
may be described as an investment company engaged in the business 
of selling its own unsecured debt obligations on an installment basis. 
The proceeds are invested and used, together with increments, to pay 
the obligations at maturity. Section 24 of the proposed bill would 
limit the proportion of common or preferred stock that may be 
acquired by such companies in order that face-amount. certificates, 
which are essentially fixed debt obligations, may not have an unduly 
speculative character. 

Section 28(b) of the act now requires a face-amount certifica 
company to ee cash or qualified investments equal to its cenit 
stock and certificate reserves. Qualified investments are defined as 
investments permitted under the District of Columbia Code for life 
insurance companies together with such other investments as we may 
authorize. Since insurance companies, although they do not actually 
do so to any great extent, may, under the District Code, purchase un- 
limited amounts of common and preferred stocks, face-amount certifi- 
‘ate companies may also purchase such securities to any extent they 
may wish. 

The face-amount certificate companies studied by the Commission 
in the investigation that led to the passage of the Investment Com- 
pany Act invested in real estate mortgage and senior corporate se- 
curities in order to meet the fixed obligations they undertook to pay 
at maturity. The failure of the act to place a limitation on the amount 
of common stock or preferred stock that such companies may acquire 
seems to have been unintentional. The entire thrust of the provi- 
sions of section 28 of the act is to make sure that the company will be 
in position to meet its fixed liabilities. Not only is this shown by the 
legislative history of the act, but it is also evident from the very 
elaborate provisions of section 28 itself governing the maintenance 
of reserves and requiring their computation on the basis of a rate of 
accumulation limited to not more than 314 percent per annum. On 
the face of it, it would be contrary to the purpose of the act to per- 
mit face-amount companies to invest to any appreciable extent in 
the more speculative types of securities such as common stocks. 
Accordingly, our proposal sets up a formula designed to provide rea- 
sonable limitations upon investments in preferred : and common stocks. 
(See p. 150.) 

Section 3(c) (9) of the act now excludes from regulation as an in- 
vestment company, a company subject to regulation under the Inter- 
state Commerce Act. Section 7 of the bill would eliminate this excep- 
tion if our Commission finds and by order declares that such com- 
pany is primarily an investment company. 
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It was intended by section 3(c)(9) to avoid subjecting a railroad 
or a railroad holding company to dual regulation. However, as the 
section is written it provides an excuse for corporations which are 
essentially investment companies rather than holding companies to 
escape regulation under the Investment Company Act by subjecting 
themselves to regulation under the Interstate Commerce Act. 

Senator Javirs. Mr. Woodle, do you mind a question at this point ? 
I notice in the statement that you use as examples the Alleghany 
Corp. and the American-Hawaiian Steamship Co. 

Mr. Woop.er. Yes, sir. 

Senator Javits. I notice also a letter from the Chairman of the 
ICC, who does not entirely agree with you. The point at issue seems 
to be whether, instead of putting a company under both the ICC law 
and the SEC law, and then giving SEC the authority to exempt 
as much as it might like to exempt, it should be written in the law 
that a company shall be under only one jurisdiction for each of 

various functions. In other words, the ICC does not desire to have 
jurisdiction over the investment functions of a company that comes 
under its jurisdiction in transportation matters provided that we do 
not give dual jurisdiction or authority by this bill, both to SEC and 
to ICC, over transactions over which ICC has jurisdiction. 

The argument is that when you exempt a function from the control 
of an agency—you have done it before—this should be written ex- 
pressly in the law. 

Do you see any real objection to writing the law so that company 
A, the Alleghany Corp., will be regulated ‘by SEC and by SEC only 
as to its investment policy, and will be regulated by ICC and by ICC 
only as to its carrier functions. If the company has 16 percent of 
its assets in New York Central, SEC will not regulate that, the ICC 
will. So you answer Alleghany’s argument that there is going to be 
dual control, and at the same time you do not deprive SE 50 of what 
it claims is a gap in the law, where Alleghany is engaged in invest- 
ment functions, and_being regulated by a commission which is not 
specializing in that line of business. Is there any real objection to 
writing it right in the law? 

Mr. Orrick. If I may answer that for the Commission, your pro- 
posal sounds very reasonable, sir. We received the letter from the 
Chairman of the Interstate Commerce Commission yesterday, the 
first time we saw it, so the Commission has not been able to formulate 
an agency position on the suggestion of Mr. Tuggle, and I wonder if 
we could amplify a response to your question in the hearing which 
we understand will be held on the 24th of this month, next Wednes- 
day. (See p. 518.) 

(The following was received for the record :) 

PROPOSED MODIFICATIONS RELATING TO AMENDMENT OF SECTION 3(¢)(9) OF 

INVESTMENT COMPANY AcT oF 1940 

1. Section 7 of S. 1181 would be modified to read as follows: 

‘(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act: Provided, That this exception shall not apply to a company 
which the Commission finds and by order declares to be primarily engaged, 
directly or indirectly, in the business of investing, reinvesting, owning, holding, 
or trading in securities; or (B) whose entire outstanding stock is owned or 
controlled by a company excepted under clause (A) hereof: Provided, That 
the assets of the controlled company consist substantially of securities issued 
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by companies which are subject to regulation under the Interstate Commerce 
Act; or (C) which is subject to regulation under the Interstate Commerce Act 
and substantially all of whose investment securities are issued by controlled 
companies subject to regulation under the Interstate Commerce Act.” 
2. The following new section would be added to the Investment Company Act: 
“Section 6(f). The following transactions shall be exempt from the provisions 
of this title: 


“(1) Any transaction of a registered investment company which is also a 
carrier as defined in section 5(13) of the Interstate Commerce Act, or which, 
pursuant to section 5(3) of that act, has been ordered to be considered a carrier 
and subject to any of the provisions therein specified, involving (i) the acquisi- 
tion of control of a carrier or carriers or (ii) the issuance of securities or 
assumption of any obligation or liability for purposes of financing the acquisition 
of control of a carrier or carriers or financing of a carrier business or a business 
incidental thereto, provided such transaction is subject to approval by the 
Interstate Commerce Commission. 


(2) Any transaction between a registered investment company of the 
character described in subparagraph (1) of this subsection and an affiliated 
person or persons of such a registered investment company or an affiliated 
person or persons of such a person, or between any of such persons, provided 
the transaction is connected with the operation of the carrier business, or a 
business incidental thereto, in which any party to the transaction is engaged. 

“(3) Any transaction between an affiliated person of a registered investment 
company of the character described in subparagraph (1) of this subsection, 
which affiliated person is primarily engaged in the business of a carrier, and 
any controlled companies of such affiliated person, and any transaction between 
such controlled companies.” 

(For an explanation of the amendment and letters discussing it 
see appendix, p. 518.) 

Senator Javits. Certainly, Commissioner. 

May I make the following suggestions to our chairman: (1) That 
if you do agree, that you submit a for m of amendment, and, second, 
that the Interstate Commerce Commission be invited to submit a form 
of amendment and to support it by testimony before us. I make that 
request, Mr. Chairman. 

Senator WixxiiaMs. Very well, we will do that, Senator Javits. It 
will be understood that we will make time available on June 24 for 
this. 

Mr. Woopte. Do you wish me to continue, Mr. Chairman ? 

Senator Javits. Thank you for allowing me to interrupt you. 

Senator Witu1aMs. Yes, ‘proceed. 

Mr. Woopte. In this way, investors in such corporations are de- 
rived of the more pertinent and appropriate supervision provided 
y the Investment Company Act, since the companies need comply 

only with a more limited type of regulation under the Interstate 
Commerce Act which is not designed primarily for the same purposes. 

In fact, the additional regulation involved if both the Sec and 
the Interstate Commerce Commission were to have jurisdiction in 
such a case, would involve little, if any, duplication or conflict and 
the burden imposed thereby would not be substantial. Duplication 
now exists in other areas and in such instances the Commission has 
been careful to mitigate so far as it can the burdens imposed on in- 
dustry by such overlapping jurisdiction. To this end, the Commis- 
sion can avail itself of the broad exemptive authority "under section 
6(c) of the act to exempt transactions and persons from the provisions 
of the act to the extent that such exemption is consistent with proper 
standards of investor protection and public interest. In any event, 
it is inappropriate for a corporation which is primarily engaged in 
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the business of investing, reinvesting, owning, holding and trading in 
investment securities to be excluded from the Investment Company 
Act, and its investors thereby deprived of the protections and safe- 
guards which Congress has considered essential, simply because the 
corporation has acquired, with some small fraction of its assets, com- 
mon carriers, or to some minor extent directly engages in the business 
of an interstate carrier. 

The desirability of this amendment is demonstrated by the situa- 
tion which has existed in the case of Alleghany Corp., and the 
American-Hawaiian Steamship Co. In 1945, the Interstate Com- 
merce Commission determined in effect that Alleghany was subject 
to certain provisions of the Interstate Commerce Act on the basis of 
the control which Alleghany then had of the Chesapeake & Ohio 
Railroad. In view of this order, Alleghany’s registration under the 
Investment Company Act was terminated by virtue of section 3(c) (9) 
of the act. The activities of Alleghany at that time were essentially 
those of a railroad holding company and 86 percent of its assets 
consisted of railroad securities. Consequently, there is little doubt as 
to the propriety of this action at the time. Over the course of the 
next ten years, however, the nature of the company changed and it 
gradually disposed of its C. & O. stock. Although it thereafter 
acquired control of the New York Central Railroad Co., it actually 
had only 16 percent of its assets invested in railroad securities. Dur- 
ing this period, it had acquired a variety of investments, engaged in 
joint ventures and trading activities, and in general carried on bus- 
ness as an investment company. Nevertheless, since it was subject 
to ICC regulation, it continued to be free from regulation under the 
Investment Company Act. 

In the other case in point, American-Hawaiian Steamship Co., a 
shipping company for many years, held a certificate of convenience 
and necessity from the ICC. Over a period of years it liquidated 
all of its investment in maritime facilities and by 1958 its assets 
consisted almost entirely of securities. Notwithstanding the fact that 
its activities were undeniably in the nature of an investment com- 
pany, it continued to claim an exemption under section 3(c) (9) be- 
cause it held an irrevocable certificate of convenience and necessity 
from the ICC and was therefore required to file reports with that 
agency. It was only after we had instituted judicial proceedings 
that the company registered as an investment company, but it still 
does not concede that it is required to do so under the statute. 

(See full SEC memorandum on this subject, p. 520, appendix.) 

Senator Busu. But it has done so? 

Mr. Woopte. It has done so and is subject to the regulation of the 
Investment Company Act. 

Some few other significant amendments proposed by the bill should 
perhaps be especially noted. Section 20 of the bill would revise 
section 17(f) of the act to require that a bank custodianship agree- 
ment must provide that the bank also hold all cash assets of the invest- 
ment company, including cash income. If the bank custodianship 
is to be truly effective, and not an empty representation, it should 
include all cash assets of the company as well as its securities. 

Section 1 of the bill would clarify and make more meaningful the 
definition of the advisory board of an investment company. Under 
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the present provisions of the statute, it is possible to contend that 
certain advisory groups or consultants do not fall within the literal 
definition of an advisory board. If this were conceded, these advisers 
or consultants would not be subject to certain import tant substantive 
provisions of the statute, such as the prohibitions of section 17 against 
transactions between affiliates and the investment company. 

Section 21 of the bill would extend the provisions of section 8(b) 
pertaining to recitals of policy to each class of stock of open-end in- 
vestment companies issuing separate series or classes of securities. 
The requirements of sec tion 13 pertaining to stockholder approval of 
changes in policy would then apply to eac *h’such class or series. Since 
each of these classes or series of securities is in effect a separate fund 
with its own investment policies, it appears to be more equitable and 
reasonable to treat them separately for the purposes of sections 8(b) 
and 13. 

Senator Witurams. Mr. Loomis? 


STATEMENT OF PHILIP A. LOOMIS, JR.. DIRECTOR, DIVISION OF 
TRADING AND EXCHANGES, SECURITIES AND EXCHANGE COM- 
MISSION—Resumed 


Mr. Loomis. Mr. Chairman and members of the subcommittee, I am 
Philip A. Loomis, Jr., Director of the Commission’s Division of Trad- 
ing and Exchanges. I shall address my comments to S. 1182 which 
provides certain amendments of the Investment Advisers Act of 1940. 
As Commissioner Orrick has indicated, the general objective of the 
Investment Advisers Act is to protect the public and investors against 
malpractices on the part of persons engaged for compensation in the 
business of advising others with respect to securities. 

The Investment Advisers Act is to some extent a byproduct of the 
studies made by the Commission in the late 1930’s which gave rise to 
the enactment of the Investment Company Act of 1940 of which the 
Investment Advisers Act is title 2. Apparently rather little was 
known about investment advisers at that time, since a Commission 
representative testifying before this committee in 1940 with regard to 
the proposal which became the Investment Advisers Act, stated that 
the Commission had encountered considerably difficulty in getting in- 
formation about investment counselors. He then said: 

Therefore our fundamental approach to this problem is in the first instance, 
before we could intelligently make an appraisal of the economic function or of 
the abuses which might exist in that type of organization, to see if we could not 
get something which approximated a compulsory census. Fundamentally, that 
is the basic approach of title 2. We first would like to find out how many 
people are engaged in this business; what their connections are; what is the 
extent of their authority; what is their background; who they are; and how 
they handle the people's funds? 

Aside from that fundamental approach the only other provisions in that title 
are just a few broad generalizations which say that you cannot embezzle your 
client’s funds or you cannot be guilty of fraud (“Investment Trusts and Invest- 
ment Companies,” hearings before subcommittee of the Committee on Banking 
and Currency, U.S. Senate, 76th Cong., 2d sess., on S. 3580, pt. 1, April 1940, at 
p. 48). 

The Commission believes that we have now had sufficient experience 
in this field to go somewhat beyond this “compulsory census” and 
these “broad generalizations” in order to strengthen the protections 
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to investors afforded by the act. S, 1182 seeks to accomplish this pur- 
pose. There has been included in the record a comparative print and 
also a statement, to which Commissioner Orrick referred, which sets 
forth as to each proposed amendment a summary of the present law, 
the problems sought to be met by the amendm« ent, and the remedy 
provided in the bill. 

I believe the principal proposed amendments would in brief, first, 
expand the basis for disqualification of an applicant for registration 
to include persons convicted of certain financial types of crimes or 
subject to injunctions based upon such activities and to include also 
willful violation of the Securities Act, the Securities Exchange Act, 
and the Investment Advisers Act; second, revise the provisions re- 
garding the effectiveness and the w ithdrawal of an application for 
registration ; third, authorize the Commission by rule to require in- 

vestment advisers to keep books and records and authorize the Com- 
mission to examine such books and records; fourth, empower the Com- 
mission by rule to define and prescribe means reasonably designed to 
prevent fraudulent practices; fifth, extend criminal liability to ‘include 
willful violation of rules or orders of the Commission ; and sixth, pro- 
hibit fraud by those investment advisers who are exempt from 

registration. 

Consistent with the original purpose of the Investment Advisers 
Act to find out who investment advisers w ere, the present law contains 
very limited bases upon which the C ommission may deny or revoke 
registration. This can be done only if the investment adviser or mem- 
bers of its management have been convicted of a felony arising out of 
securities transactions or the investment advi isory business and cer- 
tain similar types of business or are enjoined from acting as an in- 
vestment adviser or as a broker-dealer or in certain other capacities 
by a court of competent jurisdiction or have falsified the application 
for registration. The Commission believes that these grounds should 
be expanded to include willful violations of the Securities Act, the 
Securities Exchange Act, or the Investment Advisers Act itself. It 
seems anomalous that a person may continue to be registered with the 
Commission as an investment adviser furnishing confidential and im- 
portant services to the public notwithstanding the fact that he has 
vaintas violated the act itself or the Federal securities laws. One 

oroduct of this unfortunate situation is the fact that where a person 
ene business both as a broker-dealer and as an investment adviser 
pe violates the law, we can revoke his registration as a broker-dealer 
but he can continue’ to be registered as an investment adviser. This, 
in fact, has happened in some instances. Section 2 of the bill would 
correct this situation and would provide grounds for revocation of 
registration as an investment adviser essentially the same as those 
which the Commission have proposed for the Securities Exchange 
Act of 1934, and, in fact, very similar to those which now exist in the 
Securities E ‘xchange Act of 1934. 

Section 1 of the ‘bill would implement this by authorizing the Com- 
mission to require in the registration application of investment ad- 
visers information with reference to the existence of any of these dis- 
qualifications, It may be emphasized that even where disqualifica- 
tion exists registration can not be revoked unless the Commission also 
determines that such action is in the public interest. 
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Section 3 of the bill would revise the procedure for postponement 
of the effective date of registration. Under the present law an order 
postponing effectiveness of registration can only be entered after 
notice and opportunity for hearing and this order generally has to be 
entered within 30 days after the application is filed in order that the 
application will not become effective in the meantime. This is im- 
practicable since it is a virtual impossibility within that period to 
give notice of the hearing, conduct the hearing and enter an order 
all in accordance with the Administrative Procedure Act. Accord- 
ingly, the proposed amendment to section 203(e) provides that the 
commencement vi a proceeding to deny registration will postpone 
effectiveness for a period of 90 days or until final determination of 
the proceeding if that oceurs sooner, and if the proceeding extends 
beyond 90 days there could be a further postponement after notice 
and hearing. In this way the Commission can prevent an application 
from becoming effective while it is conducting a proceeding on the 
question of denial. 

Section 5 of the bill would introduce provisions, comparable to 
those suggested for the Securities Exchange Act, under which ap- 
plications for registration may be withdrawn only with the consent, 
of the Commission if the request to withdraw the application is re- 
ceived after the commencement of revocation proceedings. As I 
pointed out in connection with the Securities Exchange Act on June 
15, it is both wasteful of time and money to the Government and in- 
consistent with the public interest to allow a registrant whose mis- 
conduct has been detected to frustrate the proceeding by simply 
withdrawing his registration, perhaps to file it again another day 
after the evidence has become stale. 

The present act does not authorize the Commission to require an 
investment adviser to keep any books and records nor does it au- 
thorize the Commission to examine such books and records as he may 
have kept, unless there is evidence of a violation sufficient to invoke 
the Commission’s power to investigate under section 209. It would 
seem reasonably clear that the Commission cannot effectively regulate 
investment advisers or enforce the act with respect to them if it has 
no power to find out what they are doing. 

Section 6 of the bill would authorize the Commission to require 
investment advisers to keep such books and records as the Commis- 
sion may prescribe and would provide, as is true in the Securities 
Exchange Act, that these books and records are subject to reasonable 
inspection by the Commission. The comparable power under the 
Securities Exchange Act has proved almost indispensable in the en- 
forcement of that statute and the Commission believes that it is 
greatly needed in the investment advisory field xs well. Confidential 
records of investment advisers with regard to clients’ affairs are pro- 
tected by the provisions of section 210(c) of the present. act which 
prevents the acetates from requiring investment advisers who 


supervise individual accounts of clients to disclose the affairs of such 
clients except insofar as this may be determined to be necessary in an 
investigation or proceeding, as distinct from an inspection. A further 
safeguard of these relationships is provided in section 210(b) as pro- 
posed to be amended by section 13 of the bill which will make It 
unlawful for the Commission to make public information obtained in 
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ath examination or investigation except in the case of public hearings 
or upon request of either House of Congress. 

The importance of this matter of records and inspections is illus- 
trated by one situation. A registered investment adviser when inter- 
viewed by the staff stated that he did not have custody of customers 
securities or funds and that he did not execute orders, and that he 
kept no books or records except a checkbook. Thereafter, following 
complaints, an investigation was conducted which revealed that he 
had in custody some $600,000 of clients’ securities. Because he had 
no adequate books and records, the Commission never was able to get 
a clear picture of his financial condition; and it appears that as much 
as $1,700,000 in cash and securities may have been left with him by 
clients who ultimately may have sustained a loss of as much as $600,- 
000. In addition, the investigation disclosed that this adviser in 
violation of the act had received compensation based upon a share of 
the client’s capital gains. 

The substantive prohibitions of the Investment Advisers Act are 
very limited. They are in essence contained in sections 205 and 206, 
which outlaw certain types of unfair investment advisory contracts 
and prohibit an investment adviser from perpetrating fr aud or from 
selling securities directly to clients without disclosing the capacity in 
which he is acting and obtaining the client’s consent. Because of the 
general language of the statutor y antifraud provisions and the ab- 
sence of any express rulemaking power in connection with them, there 
has always been doubt as to the scope of the fraudulent and dec eptive 
activities that are prohibited and as to how far the Commission is 
limited in this area by common law concepts of fraud and deceit. 

In order to overcome this difficulty, section 9 of the bill would 
amend section 206 to add a prohibition against engaging in conduct 
which is fraudulent, deceptive, or manipulative and to authorize the 
Commission by rules and regulations to define, and prescribe means 
reasonably designed to prevent such acts and practices as are fraudu- 
lent, deceptive, or manipulative. This is almost the identical word- 
ing of section 15(c) (2) of the Securities Exchange Act in regard to 
brokers and dealers. This provision, if enacted, would enable the 
Commission, for example, to deal adequately with such problems as 
those which are created where the investment adviser may have some 
material adverse interest in securities which he is recommending to 
his clients. 

Another important change proposed by the bill is that found in 
section 8 which would make the fraud prohibitions contained in sec- 
tion 206 applicable to all investment advisers whether or not regis- 
tered under the title. 

Section 203(b) of the act exempts from registration certain invest- 
ment advisers, primarily those whose business is wholly intrastate or 
whose only clients are investment companies and insurance companies 
or those who have fewer than 15 clients and do not hold themselves 
out generally to the public as investment advisers. While it is rea- 
sonable enough to exempt this group from registration, this should 
not, in effect, give them a license to commit fraud. Moreover, under 
the present wording of the statute, an investment adviser not exempt 
from registration may escape liability for fraud simply by neglecting 
to register, and we can only proceed against him for having f failed to 
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register. Fraud is just as vicious whether committed by a registered 
or an unregistered investment adviser 

Section 8 of the bill would correct this situation by making the 
fraud provisions applicable to all investment advisers, whether or 
ot registered. This change follows the pattern now existing in the 
Securities Act and the Securities Exchange Act. In both of these 
statutes there are securities or persons who | are exempted, for reasons 
of policy, from registration, and thus, from the regulatory jurisdic- 
tion of the Commission; but the fraud provisions “of the’ Securities 
Act and the Securities Exchange Act are nevertheless applicable to 
them. The Commission frequently proceeds civilly and criminally 
against fraud in the sale of securities which are exempt from regis- 
tration under the Securities Act or fraud by persons who are not 
subject to registration under the Securities Exchange Act as broker- 
dealers, and this power confers an important protection upon the 
public. The Commission believes that the same principle should be 
made applicable to the Investment Advisers Act. 

Section 7 of the bill would make the prohibition in section 205 of 
the act upon certain unfair investment advisory contracts applicable 
to all investment advisers not exempt from registration. Present 
law limits these Bros to registered advisers, thus failing to 
reach the man who should register but has not done so. 

In order to assist in the enforcement of the statute, section 15 of 
the bill would extend the criminal provisions to cover willful viola- 
tions, not only of the statute, but also of the rules. Section 11 of the 
bill would expressly prohibit any person from doing indirectly what 
he cannot do directly and would explicity make aiders and abettors 
liable in civil and administrative proceedings. Under section 14 of the 
bill the Commission would be authorized to issue ‘any rules and 
orders necessary for the exercise of its functions and powers. 

Finally, section 16 of the bill would, as is presently provided in the 
Securities Act and the Securities Exch: ange Act, declare that the juris- 
diction of State author ities is not to be affected so long as there is no 
conflict with the provisions of the Investment Advisers Act. At the 
present time about 16 States regulate investment advisers and this 
regulation is provided for in the proposed Uniform Securities Act. 
We do not see any need to interfere with the salutary efforts of the 
States in this field. 

In closing, I would like to mention the fact that, in the course of 
the various conferences with interested persons which Chairman 
Gadsby referred to on June 15 and which Commissioner Orrick re- 
ferred to this morning, no one expressed any opposition to the 
changes in the Investment Advisers Act which are embodied in 
S. 1182, notwithst: anding the fact that all of these changes strengthen 
the regulatory and enforcement authority of the Commission. 

Thank you, Mr. Chairman. 

Senator Witt1ams. Thank you very much, Mr. Loomis and gentle- 
men. 

Senator Bush ? 

Senator Busu. That is a very comforting statement that you make 
at the end that there is no opposition within the industry to S. 1182. 
Let us go back and see what the Commission’s response is to that ques- 
tion on S. 1181. What is the industry’s attitude on that one? 


—_ 


M 


posi 
hav 
me! 
hav 
res] 
cha 
con 
pre } 
mel 

I 
qui 
am 
Ne 
put 
if 1 
ol 
wo 
rig 


Tl 


ink 


‘ 
D 


to 


' 


pa 
me 
to 
of 
ou 
we 


en 
wi 
mn 
ex 





‘1S- 
10t 


—_ 


SEC LEGISLATION 139 


Mr. Orrick. Senator Bush, it is our understanding that the pro- 
posals of the Commission to amend the Investment Company Act 
have received general endorsement from the members of the invest- 
ment company “industry save for two provisions regarding which we 
have not reached a meeting of the minds; to wit, the provision with 
respect to the statement of investment objectives and investment 
characteristics, the nature of the investment policy of the investment 
company which the Commission believes should be subject to the ap- 
proval of shareholders of the investment company when the invest- 
nent company management proposes to change their stated objectives. 

If I can illustrate it like this: What we have in mind is the re- 
quirement that if an investment company holds itself out as, for ex- 
ample, concentrating in the securities of companies located in the 
New England area; and on the basis of that representation investors 
put up their money and become shareholders in that company; that 
if the management of the ¢ company intends to change that investment 
objective ¢ and invest only in companies located in California, which 
would be within their rights, that the shareholders would have the 
right to approve such a fundamental change in investment policy. 
That is merely one example of what the Commission has in mind. 

The second area where we understand that the investment company 
industry objects to our proposal 

Senator Busu. Did you have conferences? Did they come to you 
to discuss these matters before you formulated these bills / 

Mr. Orrick. Yes. The National Association of Investment Com- 
panies has an SEC liaison committee. Many of the distinguished 
members of the industry are members of that committee. From time 
to time over the past 2 or 3 years the Commission itself, and members 
of the staff in both formal and informal conferences, have tried to iron 
out the objections the industry had to that particular proposal, and 
we have been unable so far to reach an agreement. 

Senator Busn. Go ahead with the other point. 

Mr. Orrick. The second point relates to the number of independ- 
ent directors on the boards of investment companies. In our proposal 
we have acceded, it seems to me, to the objections raised by the invest- 
ment company industry to a considerable extent on this matter. For 
example, we say that there must be at least an independent director 
on the board; that ir, one who is not in any way affiliated with the 
management of the company or with the investment adviser or the 
underwriter or the broker or the company; that there must be an 
outside, independent man. But the number, whereas the present stat- 
ute speaks in terms of 40 percent, must be independent, we now say 
20 percent together with the brokers. It is a rather complicated 
provision, Senator, but we have tried to step as far as we could to 
accede to the objections of the investment company industry in this 
respect. 

Senator Busu. Who decides what constitutes an independent direc- 
tor for that purpose? Is that a decision of the management of the 
trust ¢ 

Mr. Orrick. The statute basically, yes, within the framework of 

the definitions of the affiliations contained in the statute. 

Senator Busn. In other words, if he is excluded from these other 
categories—broker, adviser, or whatever—then he is independent ? 
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Mr. Orrick. Prima facie, he would be independent. 

Senator Busu. How about this other bill, S. 1180? I asked about 
two of them. This is the Trust Indenture Act. What is the attitude 
there ? 

Mr. Orrick. Senator, may I just raise one other point on the Invest- 
ment Company Act ¢ 

Senator Busi. Yes. 

Mr. Orrick. We do understand there is a third objection to the In- 
vestment Company Act; to wit, the carriers or noncarriers subject to 
the jurisdiction of the ICC do not want to also be subject to the juris- 
diction of the SEC. Sothereare three of them. 

It is our understanding with respect to the Trust Indenture Act as 
to which we have proposed technical changes that there is no objection 
as to substance. I understand that—I was not here yesterday—some 
objection was raised by the Administrative Law Committee of the 
American Bar Association with respect to the procedures for institu- 
tion of refusal orders under that act. 

Senator Busn. I want to change the subject a moment. Regarding 
the reason and the need for Federal legislation in this field of invest- 
ment advising, it has been in effect, I know, for 20 years or more. On 
the other hand we have a lot of people who are in the field of invest- 
ment advisers, like trustees, trust companies, and so forth, who are 
under State regulation. The question arises in my mind as to whether 
there is more need for Federal regulation of investment advisers than 
there is for regulation of those advisers who operate as trustees under 
wills or as executors of wills. Would you care to comment on that? 
May we hear from the staff member? 

Mr. Orrick. A good idea, yes. 

Mr. Loomis. Well, the investment advisers, of course, are a diverse 
group, including not only investment counsel who advise individuals, 
but numerous people who publish various recommendations of securi- 
ties and who analyze the market in various respects hold themselves 
out as doing business with investors much as broker-dealers do, al- 
though in a slightly different capaciy. They affect and are closely re- 
lated to the functioning of the securities markets. Their views and 
recommendations and activities can influence prices. If they act 
fraudulently, the public can be deceived and injured, and it seems Con- 
gress thought in 1940, and I believe the Commission feels now, that 
for essentially the same reasons that brokers and dealers should be 
regulated this classification of persons should be regulated, while banks 
and executors who are serving particular individuals—well, banks, 
being regulated by State and other Federal authority, are not subject 
to this act, and executors, administrators, lawyers, functioning in their 
professional capacities also do not seem to require Federal regulation. 

Senator Busy. The States do not have much in the way of regu- 
lation of investment advisers per se, do they ? 

Mr. Loomis. Well, there has been a growing trend toward that. 
When the Investment Advisers Act was passed, I think only three 
or four States did anything in the field. According to our most re- 
cent information, 16 States now have some type of regulation, in some 
cases, such as Illinois, going much beyond ours. And the proposed 
Uniform Securities Act which has been recommended by the Commis- 
sion on Uniform State Laws, and is being considered by all the States, 
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provides for a certain amount of State regulation of investment ad- 
visers, just as our acts do, as part of the scheme of regulating brokers 
and dealers. 

Senator Busn. I think you make a good case for regulation, but I 
wanted to bring that out. I think I have used up enough time for 
the moment, Mr. Chairman. 

Senator Javirs. I had one question in connection with the Invest- 
ment Company Act. It relates to your statement where you say: 

While this statement is cast in general terms, it is intended to emphasize that 
management may reserve full discretion to acquire so-called defensive securities 
such as high-grade corporate bonds or preferred stocks or Government 
securities— 
and so on. Supposing management decides overnight that in the in- 
terests of its investors it has got to sell out a whole portfolio or a good 
part. of it, or make some other drastic emergency changes. Does the 
SEC give itself the authority to accommodate that management? 
The securities business can sometimes be a quick business, and you may 
not be helping their investments by getting them all tied up until they 
can have a meeting. 

Mr. Greene. May I answer that question, Senator ? 

Senator Javits. Yes. 

Mr. Greene. The purpose of this particular provision—and I notice 
the industry has objected to it—is to emphasize the fact that in con- 
nection with a statement of investment policy, a company may at all 
times reserve freedom of action to take steps in the interest and for 
the protection of its investors to preserve or conserve their assets. If 
they feel that overnight they have to sell out their entire portfolio, 
they may do so, and, in fact, I believe that even were this provision 
not in the proposed amendment, they could doso. They could reserve 
the right to do so, and even if they did not reserve the right to do so, 

I think that the chances are that they would have the power to do so 
without going to their security holders. 

In fact, I might say that at the present time we have in the statute 
a requirement for the statement o policy with respect to the concen- 
tration of investments in particular industries. Now they must make 
a statement as to whether it is their policy to concentrate or not to 
concentrate. In this connection we have frequently suggested to com- 
panies which intend to concentrate—for example, a company may de- 
sire to go into the electronics field—we have suggested to them that 
they reserve freedom of action to change their entire portfolio to go 
into high-grade bonds or preferred stocks, even if it be in another 
field than that of electronics, in order to conserve or preserve the assets 
of the company. 

I might also add that this particular provision to which industry 
now objects was suggested by the industry in conferences with them. 

Senator Javrrs. If you are right about the fact that they retain 
complete freedom of action for protection of their investors and there 
are penalties imposed on them if they guess wrong, what do you need 
this whole section for? Because any time a company wants to do any- 
thing, it is going to do it for the protection of investors. It lets them 
out completely. 

Mr. Greene. Well, when a company changes its policy from that of 
a balanced fund to an all-common-stock fund, for example, we con- 
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sider that to be a drastic change of policy. Now that is a change that 
does not have to be made ov ernight. That is a considered investment 
policy that a board of directors would determine upon over the course 
of time. They would have ample time to go to security holders to get 
permission, approval from the majority of their voting security hold- 
ers to authorize them to go into that new policy, that new field. We 
have had cases where companies have changed from a bond fund to a 
stock fund without the consent of stockholders. We have had cases 
where they have changed their policy from that of an income fund, 
in other words, a fund concentrating on income or yield from secu- 
rities, to that of a company concentrating on capital growth or capital 
appreciation. Those are changes that can be made over a course of 
time and do not have to be made ov ernight and certainly not for the 
protection of the investor. 

Senator davirs. Let us take a hypothetical situation. You say that 
they reserve freedom of action for the protection of their investors. 
If corporate management is completely convinced that the United 
States is about to devalue the dollar drastically—it is ridiculous and 
we know it is not going to happen, but say they are—and they have 
a bond portfolio. ‘Between 3 o'clock on T ‘hursday and 10 o’clock on 
Friday they decide to sell out and for the protec tion of their investors 
go into common stocks. That is for the protection of their investors. 
They are honestly convinced that they must do it. If they do it, are 
they free of any liability under this act if we pass your amendment? 

Mr. Greene. No, they would have to get an exemption from the 
Commission. 

Senator Javrrs. Under your amendments do you have the power to 
give them an exemption ? 

Mr. Greene. We have pretty broad exemptive pow er. 

Senator Javits. I am asking you specifically, do you have the 
power, if we pass these amendments, to give them an exemption, and 
how fast can a act? That is what I want to know. 

Mr. Greene. I don’t believe we can act overnight. I think, of 
course, that the situation is completely hypothetical ‘and quite remote, 
but there are many times when you do have to go to stockholders to 
change your policy in other respects, and it has not operated in that 
drastic sense against the interests of investors. 

Senator Javirs. So that you believe—and that is all I am trying to 
get from you; I may agree with you 

Mr. Greene. I do not believe they can do it overnight in that kind 
of situation. They could not convert from bonds to stock. 

Senator Javrrs. You believe that the balance of public interest, 
therefore, is in favor of a restriction, even if that restriction might in 
some almost. inconceivable situation—I agree with you that the one I 
have named is almost inconceivable—work out to the detriment of 
the investors ? 

Mr. Greene. In the case that you present, I am, of course, forced 
to admit that that would be detrimental in the event that events 
should turn out as you suggest. But I also say that it is not con- 
ceivable in the way I look at it. 

Senator Javrrs. I agree with you on that. I am just trying to get 
the picture clear in my own mind, 

Just one other question and I will have to leave. The American 
Bar Association testified to a very important, to me, legal point. 
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That is the Commission’s right to prevent a withdrawal of a state- 
ment in respect of the various acts that you are seeking to amend 
where no prejudice can be shown to investors or the public interest. 
They recommend certain amendments which would give a right of 
withdrawal and where the burden would be on the Commission to 
show that there should not be a withdrawal permitted because of 
prejudice. As a lawyer with great respect for the Constitution, I 
was very worried when I saw this, long before they testified. I think 
they are absolutely right. It is very worrisome not to let a man 
withdraw a statement, and we have pretty good justification for that. 
If you can show somebody prejudiced, fine, but if you cannot, I do 
not know, you get pretty close to entrapment when you do that, in 
terms of the law and the philosophy of the law. So I deeply ap- 
preciate your consideration of that question if you have already con- 
sidered it completely, or perhaps you would like to study the Ameri- 

san Bar Association presentation and give us the Commission’s view 
whenever it is agreeable to you. 

I do not say this, ine identally, in any controversial sense. This is 
re bb a question of the civil liberties of the individual, and I am sure 
you are as interested in that as we are 

Mr. Orrick. The Commission has not had an opportunity to study 
and analyze the proposal of the American Bar Association, and we 
prefer to reserve the right to comment on it extensively later on. 
But certainly the underlying concept behind our withdr awal policy 
reserving discretion in the Commission to grant a request for with- 
drawal after we have instituted proceedings, is based on the public 
interest. Where this agency has gone to the trouble and expense of 
acquiring information which it believes supports a charge of dis- 
qualification as a broker-dealer or investment adviser, for example, 
or a charge of fraud, we believe that it is in the public interest to 
permit the Commission to retain jurisdiction to go forward, proceed 
with the proceeding. This is an adjudicatory proceeding conducted in 
the framework of the Administrative Procedure Act. All the rights 
of due process are preserved by the Constitution and by the Adminis- 
trative Procedure Act and our own rules of practice. It is in the 
public interest to issue an opinion at the termination of the proceed- 
ing and to enter an order, either resolving the respondent or imposing 
a penalty upon him, so that the public may know that the respondent 
was found, in the opinion of the agency, to have been disqualified or 
have committed a fraud. That is a matter of interest to the public 
generally. It is also in the public interest to establish in the pro- 
ceeding a record, and issue an order and an opinion which can be 
relied upon in the future as a disqualification under the statute from 
engaging in other activities in the securities business. (See p. 339.) 

Senator Javirs. I did not mean to interrupt if you are not through. 
I was going to ask, if I am not intruding on your time, is it a fact 
that the amendments as you have submitted them permit withdrawal 
before the Commission gives notice of a proceeding to contest the 
statement ? 

Mr. Loomis. Insofar as the Securities Exchange Act and the In- 
vestment Advisers Act are concerned, that is so, sir. I would like to 
comment a little. 
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Senator Javirs. Wherein is it so? 

Mr. Loomis. It is so that the person would be able to withdraw. 

Senator Javirs. What about the amendments you have just sub- 
mitted ? 

Mr. Loomis. They similarly provide—the language in the Invest- 
ment Advisers Act is: 
An application for registration under this section may be withdrawn only 
with the consent of the Commission if the request to withdraw such applica- 


tion is received by the Commission after it has commenced a proceeding to | 


deny— 


which means that if a request to withdraw is received before the com- 
mencement of a proceeding, the applicant has the right to withdraw, 

Senator Javits. That is your proposed amendment ? 

Mr. Loomis. That is our proposed amendment. 

I wonder if I could comment just briefly on this. Insofar as the 
Securities Exchange Act and the Investment Advisers Act are con- 
cerned, I believe that what I understand to be the substance of the 
American Bar Association’s objectives are accomplished under our 
present practice and under the proposed amendment. As I under- 
stand, reading the proposed statute, they desire that the Commis- 
sion should not deny the right to withdraw arbitrarily and without 
reason and that the applicant should be advised of the reasons for 
the Commission’s decision. That happens under our present practice 
and under our proposal because of the fact that the application to 
withdraw is in effect refused only if the Commission has commenced 
% proceeding, has given the person notice in an order of exactly the 
grounds upon which the proceeding is based, the charges of mis- 
conduct are enumerated in the order so that he knows the reasons 
why the Commission has not allowed him to withdraw, those reasons 
being the fact that the Commission believes that there should be 
an adjudication upon issues framed in the order. So that the sub- 
stance of it is already there, I believe. 

Senator WituiaMs. I do not believe that you make a finding of the 
effect on the public of withdrawal. Commissioner Orrick put it in 
terms of the expense of the Commission getting ready for the pro- 
ceeding. You do not consider the possible prejudice to the public 
of a withdrawal. I do not think you make a finding on that point 
now, do you? 

Mr. Loomis. There is no formal finding made, although the point 
is always considered where a w ithdrawal request is received. We 
naturally do not want to go through with the proceeding if it is not 
going to accomplish any “useful purpose to the public. So that if 
the person wants to withdraw, why, the Commission impliedly will 
determine whether or not it is in’ the public interest to allow this 
to occur. It has to. 

Senator WituiamMs. Have you ever permitted a withdrawal after 
it reached this point in your proceeding ? 

Mr. Loomis. After a revocation or denial proceeding has com- 
menced? Yes, that has occurred. 

Senator Witt1aMs. Before I express a few thoughts, I have a few 
questions. I would like to announce that the hour is late, and the 
Senate is in session. The Alleghany Corp., represented by David W. 
Wallace, and the New York Central System, represented by its gen- 
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eral counsel, James B. Gray, who were to testify today, have very 
kindly consented to return on June 25 to present their observations 
on the proposals before the committee. 

Mr. tae. just one question of you. Would you care to com- 
ment on the proposed deletion of the words “investment counsel” 
in the Advisers Act ? 

Mr. Loomis. I think Commissioner Orrick ought to comment on 
that. 

Mr. Orrick. Is that in section 208(c) ? 

Senator Witu1aMs. Section 208(c). 

Mr. Orrick. This is not, as you are aware, a part of the Commis- 
sion’s program. Therefore the Commission has considered the statute 
as it now reads to be quite workable with respect to the definition of 
an investment counsel. 

Senator Witui1ams. Can you give us a bit of the history; how it 
happens to be in that section ? 

Mr. Loomis. The object of section 208(c) is to make it unlawful 
for a person to represent that he is an investment counsel unless he is 
primarily waned in the business of rendering an individualized and 
personalized service to clients. That is, in the words of section 
902(a)(13) giving continuous advice as to the investment of funds 
on the basis of the individual needs of each client. I believe this 
prohibition was included in the statute upon the recommendation of 
industry groups, upon the ground that it was misleading for a person 
to represent himself as an investment counsel if he did not primarily 
render this individualized service, because it was generally believed 
to be understood by the public and in the securities field that that 
was what the term “investment counsel” meant, an individual, per- 
sonalized counsel. It was felt to be misleading to allow somebody 
who did not do that, say was in the publishing business, to represent 
that he was an investment counsel, and basically I believe we feel that 
is a sound prohibition, that it would be contrary to the public interest 
and deceptive if a man who is solely engaged in putting out tip sheets 
could call himself an investment counsel. 

On the other hand, we are aware that there are certain problems 
created by this language for certain people in the industry and that 
some of them would like to see it changed. The Commission has not 
been called upon to take a position as to this, because as Commissioner 
Orrick mentioned, there is nothing in section 208(c) which inter- 
feres with the Commission’s ability to discharge its responsibilities 
effectively, and no change in that section is required from the Com- 
mission’s viewpoint. 

If anyone else has suggestions for change, I presume the Commission 
would be willing to consider whatever their precise language is from 
the viewpoint of whether or not it would be harmful to the public 
interest. 

Senator Wiuu1ams. Perhaps that will be developed later, and we 
might have further requests for your opinion on specifics. 

Mr. Shreve, in connection with the Trust Indenture Act, no justi- 
fication appears for the raising of the exemption to $500,000 other 
than it is also being done under the Securities Act in regulation A 
proceedings. They are much different, are they not? 

Mr. Sureve. The acts are much different, and I think that the 
exemption under section 304(a) (8) should be considered in the light 
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of the exemption in section 304(a)(9), which is a million-dollar 
exemption where the offering is made under an indenture, and the 
act does not prescribe what that indenture shall consist of. So that in 
effect the exemption under section 304(a) (8) is from the trouble and 
expense of having an unqualified indenture for relatively small 
offerings. 

For some measure of what might be covered by this exemption, 
there was a study made of offerings of less than $500,000 for the 2 
years ending June 30, 1956. There were 70 offerings involved in this 
study, and only—— 

Senator Wittrams. What was that period again, sir? 

Mr. Snreve. The 2 years ending June 30, 1956. 

Senator Wiiurams. Seventy offerings of under $500,000 ? 

Mr. Sureve. Seventy offerings that were registered under the Se- 
curities Act of 1933. Of that 70 offerings there were only five or six 
that covered indenture offerings, and they amounted to about 
$1,900,000 out of a total of $27 million, so that the apparent area 
which this enlargement will cover I would estimate will be very small. 

Senator Wititams. Of course, you are looking back. 

Mr. Sureve. Yes, sir. 

Senator Witi1aMs. Is the picture changing right now? Are there 
more offerings of debt securities at this time ? 

Mr. Snreve. No, I think that the common stock offerings are still 
substantially the larger part. 

Senator Wirxrams. And so your justification is that there are rela- 
tively few offerings? 

Mr. Sureve. Relatively few offerings in that there is presently an 
exemption up to a million dollars anyhow for a period of 36 months 
under section 304(a) (9), so that this relates only to the process of an 
offering by which an indenture of some kind is not required. 

Senator Wirams. I see. So with the $1 million exemption and 
the new exemption you request, the total for 3 years of exempt debt 
securities could run to $2,500,000 ? 

Mr. Sureve. That is correct. 

Senator Wittiams. And you see no danger in this at all; debt secu- 
rities issued with the exemption at that amount? 

Mr. Sureve. I don’t believe that it is practicable to market. these 

securities in these small amounts without an indenture, and that is 
not the custom of the business or industry. 

Senator Wiii1ams. You mean they have “A” indentures, regulated 
or not, is that it? 

Mr. Sureve. That is right. 

Senator Wiriiams. What is the cost involved in a trust indenture 
under your regulations? 

Mr. Sureve. I don’t have any figures on that and I don’t know. 

Senator Wirx1AMs. It is relatively simple, is it not? 

Mr. Sureve. That is, you mean when you qualify indentures? 

Senator Witt1aMs. It is relatively simpler to qualify under your 
present regulation, is it not? You qualify a bank? 

Mr. Sureve. The bank must be qualified to act as a trustee, and cer- 
tainly in the larger offerings that is always the case in any event. He 
must not have a conflicting interest, but that just means finding an- 
other bank sometimes. I don’t believe that the cost would run large, 
but we don’t have the figures. 
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Senator WituiAmMs. Mr. Commissioner? 

Mr. Orrick. I don’t think the Commission has ever made a cost 
study on the preparation or qualification of trust indentures. A trust 
indenture is an elaborate document, and it would involve some cost, 
at least, to prepare and qualify under our laws. 

Senator Winiiams. You have been quite liberal generally in re- 
laxation in your presentation of all the bills. You are putting more 
restrictions on, so I guess there is some circumstantial probability 
that you gentlemen are right in this, although it seems to someone who 
does not have : anywhere near the expertise that you have that there is 
a large amount that can be issued without regulation. You have 
covered it sufficiently. 

Mr. Sureve. It just doesn’t seem to work that way. I don’t know 
of anyone who has used up all of his $250,000 and then takes his next 
million and the next year the next $250,000, and so on. So I don’t 
envisage, at least, that there will be any great use of that exemption. 

Senator Witurams. Senator Javits, do you have any further ques- 
tions at this time? 

Senator Javirs. My staff and I are a little puzzled about your reason 
for trying to reach the investment adviser whose business is wholly 
intrastate. We can see the possibility of trying to reach investment 
advisers who are exempt for reasons other than intrastate operation, 
but we are a little concerned about your reasons for creating a crime 
for Federal penalty where the dealer is strictly an intrastate dealer. 
He would be subject to State law and would not be subject to your 
registration requirements because he is intrastate. 

Mr. Loomis. We would reach him only to the extent of making it 
unlawful for him to commit fraud. 

Senator Javrrs. I understand that. Why do you therefore create a 
Federal crime under those circumstances ? 

Mr. Loomis. Well, perhaps one reason is by analogy to the Securi- 
ties Act and the Securities E xchange Act, both of which have exemp- 
tions for offerings which are wholly ‘intrastate, or broker-dealers whose 
business is wholly intrastate, but the prohibitions on fraud neverthe- 
less apply to those groups, and I believe that the reason was that Con- 
gress thought in those cases that fraud, where facilities of interstate 
commerce, ‘of the mails, are used, should be outlawed. The same pol- 
icy, of course, underlies the mail fraud statute. You can be prosecuted 
federally for’ committing mail fraud, even if it is all done within one 
State, and that quite often happens. And we thought that in view of 
those Federal precedents in the broker-dealer field and the securities 
field that in the closely related field of investment advice, fraud by the 
use of the jurisdictional facilities should likewise be prohibited. 

Senator Javrrs. As a practical matter, of course, the same person 
would be liable to the mail fraud charge. 

Mr. Loomis. Depending upon the circumstances, it is quite likely 
he would. 

Senator Javits. I wanted to get your reason for it. The analogy 


that is the most exact is that of the broker-dealer. Thank vou verv 


much. 

Mr. Sarcent. Senator Jav its, I think you might consider within the 
intrastate area where fraud is concerned, there is a material effect 
upon intrastate commerce and there is often involved either an indirect 
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or a direct effect upon the stream of commerce within the constitu- 
tional law sense. 

Senator Javrrs. Thank you, Commissioner Sargent. 

Mr. Sarcent. Of your State, the Empire State. 

Senator WituiaMs. I do not think = 0 are any other questions at 
this time. Thank you for your cooperation. Without objection, I 
would like to at this time include in the record the letter from the 
Interstate Commerce Commission in connection with the Alleghany 
Corp. and American-Hawaiian Steamship cases. 

(The letter referred to follows:) 


INTERSTATE COMMERCE COMMISSION, 


June 16, 1959. 
Hon. A. WILLIS ROBERTSON, 


Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR Rosertson: Your letter of April 3, 1959, addressed to the 
Chairman of the Commission, and requesting comments on section 7 of a bill, 
S. 1181, introduced by Senator Robertson (for himself and Senator Capehart), 
by request, to amend certain provisions of the Investment Company Act of 1940, 
as amended, has been considered by the Commission, and I am authorized to 
submit the following comments: 

Section 7 of S. 1181 would amend subsection (c) (9) of section 3 of the In- 
vestment Company Act. Our comments, therefore, will be confined to that sec- 
tion of the draft proposal. 

Section 3(c)(9) presently excepts from the provisions of the Investment 
Company Act “Any company subject to regulation under the Interstate Com- 
merce Act, or any company whose entire outstanding capital stock is owned or 
controlled by such company: Provided, That the assets of the controlled com- 
pany consist substantially of securities issued by companies which are subject 
to regulation under the Interstate Commerce Act.” This exception was not 
included in the original bill introduced into the Senate as S. 3580 (76th Cong.), 
but was the result of a clarifying amendment to the bill, absent the proviso, 
which was suggested by Mr. R. V. Fletcher, general counsel of the Association 
of American Railroads, in order to avoid “much conflict and confusion.” In 
his statement submitted at the Senate committee hearings on the bill (hearings 
before subcommittee of Committee on Banking and Currency, U.S. Senate, 76th 
Cong., 3d sess. on 8S. 3580, pt. 2, pp. 776-778), Judge Fletcher stated, at page 
777, “It has been the general policy of Congress to exempt from regulating 
statutes having to do with the issuance and sale of securities all such activities 
of railroads and their affiliates as are controlled by the Interstate Commerce 
Commission. Quite obviously such a policy is wise because there should not be 
any overlapping of authority or any conflict between two Government agencies. 
Upon these considerations the acts relating to the work of the Securities and 
Exchange Commission invariably provide for the exemption of railroads with 
respect to all features that are under the control of the Interstate Commerce 
Commission.” 

Senator Wagner, chairman of the subcommittee, indicated his agreement and 
the agreement of the Securities and Exchange Commission to Judge Fletcher's 
proposal (hearings, supra, p. 776). See also hearings before a subcommittee of 
the Committee on Interstate ad Foreign Commerce, House of Representatives 
(76th Cong., 3d sess.) on H.R. 10065, page 103. 

The purpose of the exemption was stated by the SEC, “In the Matter of the 
Atlantic Coast Line Company” (9 S.E.C. 680, 685), wherein the legislative history 
of section 3(c) (9) is discussed, and was reiterated “Jn the Matter of Alleghany 
Corporation” (20 S.E.C. 731, 735), as follows: 

“Clearly, section 3(c)(9) was intended to avoid ‘conflict and confusion’ 
which might be expected to arise if railroads and their subsidiaries were sub- 
jected to the jurisdiction of two regulatory commissions in respect of such 
matters as issuance of securities, interlocking officers and directors, the manner 
of keeping accounts and records, and the filing of reports.” 

The amendment proposed in section 7 of the bill would authorize the SEC 
to nullify the aforementioned exemption presently contained in section 3(c) (9). 
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It should be noted that the present exemption applies to “companies” sub- 
ject to regulation by the Interstate Commerce Commission and not to carriers 
alone. Nonearrier corporations organized for the purpose of engaging in trans- 
portation as a railroad subject to part I, or as a common or contract carrier 
by motor vehicle subject to part II, of the Interstate Commerce Act, and com- 
panies authorized under section 5(2) thereof to acquire control of one or 
more carriers may be subject to regulation under the latter act. Under the 
proposed amendment the exemption could be nullified in respect of carriers 
as well as other companies subject to ICC regulation. 

In the consideration of this subject, it is worthy of note that the extent 
to which the Commission is authorized to regulate a company’s financial af- 
fairs differs in respect to the various classes of carriers and noncarriers sub- 
ject to its jurisdiction under the Interstate Commerce Act. For example, 
sections 20a and 214 require (with certain exceptions in regard to short-term 
notes and smaller motor carriers) approval of the Commission before a rail- 
road, sleeping car company, or motor carrier may issue securities or assume 
obligations with respect to securities of others, but no similar requirement is 
imposed with respect to water carriers, freight forwarders, or pipelines; and 
paragraph 12 of section 20a in respect of interlocking directorates appfies only 
to common carriers by raiload, coporations organized for the purpose of en- 
gaging in such transportation, and sleeping car companies. 

It does not appear that the proposed amendment would deprive this Com- 
mission of any jurisdiction it now has over companies subject to its regulation, 
but it appears that the amendment is intended to subject certain activities of 
some of these companies to regulation by the SEC in addition to existing regu- 
lation by this Commission. Insofar as securities are concerned, this would be 
in derogation of the provisions of section 20a(7) of the Interstate Commerce 
Act, relating to the issuance of securities, which provide that the jurisdiction 
therein conferred upon this Commission shall be exclusive and plenary and 
that a carrier may issue securities and assume obligations or liabilities in 
accordance with the provisions of that section without securing approval other 
than as specified therein. 

As indicated, the amendment would give concurrent jurisdiction to the SEC 
and this Commission over certain activities. With respect to noncarriers, the 
jurisdiction which this Commission may exercise is more limited than in the case 
of carriers, but we see no good reason why either a carrier or noncarrier which 
is primarily engaged in the business of an investment company should be exempt 
from the broader regulation applicable to other investment companies which 
is provided for in the Investment Company Act, except insofar as such exemption 
muy be necessary to carry out the policies encompassed in the Interstate Com- 
merce Act. We doubt that the present total exemption is necessary to effectuate 
such policies. However, to avoid unnecessary conflicts and dual responsibility 
with respect to matters having direct relation to the effectuation of the national 
transportation policy, it is our view that, to the extent this Commission is granted 
and actually exercises jurisdiction over the financial affairs of carriers and non- 
carriers made subject to financial regulation by the Interstate Commerce Act, 
such jurisdiction should be exclusive and plenary as presently provided in sec- 
tions 5(11), 20a(7) and 20b(5) of that act. For example, a carrier granted 
authority by this Commission to issue securities under the provisions of section 
20a of the Interstate Commerce Act, or a carrier or nonearrier authorized to 
effectuate a transaction within the scope of section 5(2) should not be required 
to comply with the provisions of the Investment Company Act before it may 
carry out such transaction or issue such securities. Therefore, we suggest that 
section 7 of the bill be amended to make it clear that the jurisdiction conferred 
upon the Commission by sections 5, 20a, 20b, and 214 of the Interstate Com- 
merce Act shall continue to be exclusive and plenary. 

Subject to the amendment described, we have no objection to enactment of 
the considered amendment to section 3(c) (9) as proposed by S. 1181. 

Respectfully submitted. 

KENNETH H. TUGGLE. 
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(The following was received for the record :) 


UNIFIED Funps, INC., 


Indianapolis, Ind., June 15, 1959. 
SUBCOMMITTEE ON SECURITIES, 


Committee on Banking and Currency of the U.S. Senate, 
Washington, D.C. 


(Attention: Mr. J. H. Yingling, chief of staff). 
Dear Stirs: At the request of Mr. J. H. Yingling, chief of staff of your com. 
mittee, as set forth in his letter dated June 9, 1959, we are happy to advise you 


of the position of this company respecting section 24 of S. 1181 now pending be 
fore your Subcommittee on Securities. 


During the drafting of this legislation representatives of this company met 
and worked with the staff of the Securities and Exchange Commission in working 
out the amendments now embodied in proposed section 24 of S. 1181. While it 
is appreciated that the additional investment limitations imposed by the pro 
posed amendments will restrict to an extent freedom to invest the assets of the 
funds administered by face-amount certificates companies, including this com- 
pany, it is not believed that such limitations will require any material change in 
sound investment policy for these funds. Nor is it believed that the future in- 
vestors in the face-amount certificates issued by this company will be materially 
adversely affected by such limitations. For these reasons this company inter- 
poses no objections to this amendment. 

Very truly yours, 
Beryt BD. Hicks, President. 


(See reference to this section on p. 130.) 


Senator Wiiuiams. The next witnesses will be the representatives 
of the National Association of Investment Companies, Charles F. 
Zaton, Jr., governor, and Charles Jackson, Jr., counsel. Gentlemen, I 
see you have prepared a memorandum in behalf of your position. I 
wonder if we could summarize your thoughts on these matters. 

I will tell you the Senate, as I said earlier, is in session and a rollcall 
is imminent. Rather than inconvenience you by breaking into your 


prepared material on presentation, it might be better if you could 
streamline it with a summary. 


STATEMENTS OF CHARLES F. EATON, JR., GOVERNOR, AND CHARLES 


JACKSON, JR., COUNSEL, NATIONAL ASSOCIATION OF INVEST- 
MENT COMPANIES 


Mr. Eaton. I think, Mr. Chairman, I can do that. 

I mention Mr. Charles Jackson of Gaston, Snow, Motley & Holt, 
who is acting as counsel for the association, is with me, and I have a 
‘ather short memorandum. I am not a very fast reader, but I don’t 
think we will have any trouble on time, sir, if I may just proceed. 

Senator Wiiu1ams. All right. 

Mr. Eaton. My name is Charles F. Eaton, Jr. 1 live in Duxbury, 
Mass., and I am president of Eaton & Howard, Inc., Boston, a firm 
which has been engaged in the business of investment managers for 
more than 30 years. Our firm has been the investment manager for 
Eaton & Howard Balanced Fund and Eaton & Howard Stock Fund, 
open-end investment companies. since their organization 28 vears ago. 

I am appearing here on behalf of the National Association of In- 
vestment Companies, of which 1 am a member of the board of gov- 
ernors. Our association is composed of management investment com- 
panies of the open-end and closed-end types. A memorandum on 
behalf of the association with respect to S. 1181 has been filed, and 


we re 
this h 
Sen 


Mr. 


stron 
the bi 
relati: 
vestm 
Is 
expar 
corre 
It: 
ment 
defin. 
inves 
inves 
supel 
W. 
elem« 
Secu 
vestn 
Ir 
the ( 
year’ 
It 
justi 
whic 
cour 
we d 
that 
to d 
A 
char 
8(b 
dise 
beer 
cash 
cove 
the 
that 
L 
rest 
mu: 
pre 
era’ 
mu 
of : 
has 
I 
be 
Th 
Th 
cur 





om- 
you 


met 
cing 
e it 
DTO- 
the 
om- 
e in 
in- 
ally 
iter- 


call | 


our 


uld 


LES 
ST- 


‘olt, 
ye & 
on’t 


ary, 
hrm 


for 
for 
ind, 
AZO. 
In- 
rOV- 
om- 
1 on 
and 


ee 


SEC LEGISLATION 151 


we request that that memorandum be made a part of the record of 
this hearing. 

Senator WittiaMs. Very well, sir. 

Mr. Eaton. From that statement it will be seen that the NAIC is 
strongly opposed to two of the proposals, i.e., sections 12 and 16 of 
the bill which relate to “investment policy” and section 13 of the bill 
relating to the composition of boards of directors of management in- 
vestment companies. 

I should like to speak about the first proposal which involves an 
expansion of section 8(b) of the Investment Company Act, with a 
correlative change in section 13(a). 

It might be well to say a word as to what a management invest- 
ment company does. Without going into the technical and legal 
definitions of the 1940 act, I think it fair to say that a management 
investment company provides a medium whereby the funds of many 
investors may be pooled and invested under continuous professional 
supervision in securities issued by business corporations. 

When the Investment Company Act of 1940 was adopted, a basic 
element of agreement was that there should be no interference by the 
Securities and Exchange Commission with the free exercise of in- 
vestment judgment by management. 

I might add here, on or off the record, that I have great respect for 
the Commissioners personally, have known some of them for many 
years, so anything I say should not be interpreted otherwise. 

It is our belief that the history of the industry since 1940 has fully 
justified that decision. Doubtless there have been some instances in 
which managements have made unwise investment decisions, and of 
course some managements have proved to be wiser than others, but 
we do not believe that the restriction now proposed would have altered 
that situation—I might say, except perhaps for worse, as I will go on 
to develop. 

As the law now stands, any investment company may, either by 
charter provisions or by recitals of fundamental policies under section 
8(b) of the act restrict to any extent that it sees fit the investment 
discretion of its management. In some instances this course has 
been followed, usually to meet the requirements of State laws, oc- 
casionally for voluntary limitation of objectives, but in the areas 
covered by this proposal, the general pattern has been not to restrict 
the exercise of management discretion. It is perhaps of some weight 
that this course has not met with any investor resistance. 

Let us look closely at the specific areas in which this proposal would 
restrict the discretion of the management. First, every company 
must recite the extent to which it intends generally to invest in bonds, 
preferred stocks, and common stocks, respectively. The word “gen- 
erally” perhaps excludes the idea of an inflexible mathematical for- 
mula. Moreover, there is a proviso permitting reservation of freedom 
of action “for the protection of investors” which the SEC Chairman 
has characterized as permitting the purchase of “defensive securities.” 

I might say there parenthetically that the judgment as to what may 
be and may not be defensive securities is a matter of personal opinion. 
There are opinions that there is no such thing as a defensive security. 
There are others who think that some stocks have been defensive se- 
curities and some bonds. I can remember one time when I was work- 
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ing and talking with one of the good top men of the staff of the SEC 
when he suggested to me—this perhaps was 15 years ago—that reall 
why didn’t we sell the things we had and put the money all in Coca- 
Cola, because that was the best defense and the best offense that one 
could get, and he wasn’t an investment manager, and other than the 
fact that his timing was poor, he had an idea. 

Senator WituiAMs. And then Pepsi-Cola came along. 

Mr. Eaton. Well, he had it at the wrong time, but it perhaps serves 
as an example of the differences of opinion you can get among men 
on the staff of the SEC, and at the same time you can get the same 
type of differences of opinion of investment managers. 

But how are these words to be interpreted and by whom? In the 
first place, the SEC or its staff will scrutinize and may even censor the 
recitals as composed by the company, its officers and counsel. Sup- 
pose a particular company says, “It has always been our policy and 
it still is our policy that the management shall have complete disere- 
tion to invest in any or all types of securities and to shift from one 
type to another as we think we see opportunities to benefit our share- 
holders.” This is in substance, although not in direct quotation, the 
position taken by some highly respected open-end companies, and so 
stated in their prospectuses. It is the basis upon which large num- 
bers of investors have purchased their shares. 


If the law is amended as proposed by the SEC, it may well be that } 


the Commission, through its staff, will say, “That won’t do. You 
must adopt a more restrictive policy. You must devise some form of 
words to describe what course of action you will take in the face of 
circumstances which you cannot now foresee.” The Commission may 
insist that “the extent” to which it intends to invest requires maxi- 
mum and minimum limits for each class of securities. This would 
force upon such a company the adoption of a policy which is not 
and never has been its policy, and which is not understood by its 
shareholders to be its policy. This we think is wrong. 

Next let us assume that a recital has been devised which the SEC 
will accept. Consider the problems of the management in shaping 
its day-to-day and year-to-year investment activities so as not to de- 
viate or appear to deviate from the policy so recited. To anyone 
having actual experience in carrying on the business of investing 
other people’s money, it is not a pleasant prospect—especially the 
continuing threat that the SEC may at any time in the future express 
its disagreement with your interpretations. I would like to put 
strong emphasis on those words. 

The second area of the proposal relates to objectives such as income, 
capital appreciation, and preservation of capital. This is less objec- 
tionable than the first area above discussed in one respect, and that 
is, that it is applicable to only those companies which emphasize one 
or more of those objectives. Apparently, if you keep your objectives 
to yourselves, you don’t have to recite them, and accordingly you can 
change them. But this isn’t very helpful. Many existing companies 
do emphasize one of these objectives as being paramount in their in- 
vestment outlook. Moreover, it would be pretty difficult not to say 
something about it, if only that they are all recognized as being im- 
portant. 

_ In this area it would seem that the difficulty is not so much in recit- 
ing the objective. And I might say there that as expressed by Com- 
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missioner Orrick and others, this sounds harmless enough. There 
seems to be on the surface no reason why you should change your 
policy without shareholders knowing something about it, but then 
the difficulty begins. It is about as harmless as the word “love” 
and equally dangerous. 

The real difficulty lies in the fact that the best minds will always 
differ as to whether a particular investment is appropriate to the 
objective stated. That brings us again to the big problem. Is the 
SEC going to assume the role of analyzing the investments of every 
company which has stated one or more of these objectives and sub- 
stitute its judgment for that of management as to whether a stated 
objective is being followed in the investment performance? To me, 
I cannot imagine that they wish to do this, and I cannot imagine why 
they want or are willing to allow themselves to get into the manage- 
ment function, which we think they do, whether or not it be 
inadvertent. 

Our view is that that function may better be left to the investors 
themselves and to the professional analysts, having in mind that full 
information is always available through the annual and periodic 
reports required by law and the prospectuses of companies which are 
offering their share for sale. 

The other two areas of investment management covered by the 
proposal are, third, geographical limitations on investment, and, 
forth, investment for the purpose of exercising control or manage- 
ment of portfolio companies. These are much less important than 
the first two areas which I have discussed. There are only a few 
companies which purport to limit their investments to a limited 
geographcal area, and perhaps equally few which do in fact invest 
in such a way as to obtain control or exercise management—whatever 
that means—of other companies. I have no personal experience with 
either type of company, and therefore express no opinion as to how 
seriously the requirements of the proposed amendment would present 
practical difficulties or undue restriction of investment direction to 
the comparatively few companies which would be affected. 

I want to make it plain that our objections to this proposal go much 
deeper than phraseology. We believe that in the delicate field of in- 
vestment decisions the utmost flexibility should be permitted to man- 
agement. ‘Those of us who have spent our lives in this field are fre- 
quently heard even by ourselves to say that investment management is 
not a science, it is more an art, and that is, of course, because we think 
it is not exact and it gets very much into the problem we are faced 
with, from my point of view, with these proposals. 

We recognize that many companies in their reports and prospectuses 
do attempt to describe their investment policies, objectives, or philos- 
ophy. That is as it should be, but in the nature of things such state- 
ments cannot be precise. As conditions and circumstances change, 
there will always be differences of opinion as to whether a given course 
of action is well calculated to achieve the desired results. If manage- 
ment is to earn its salt, it must be free to act promptly and to make its 
own decisions, which may and often will involve the interpretation of 
its own previous statements of policy. In some instances, this free- 
dom may be abused, and in others it will be unwisely exercised, espe- 
cially in the light of hindsight, but without such freedom management 
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cannot do its best. If this proposal is adopted, we foresee at least two 
undesirable results: First, that management will be less, rather than 
more, precise in expressing its investment philosophy, and, second, 
that it will be hampered by fear of being accused of having deviated 
from a stated policy in translating its philosophy into action. 

Accordingly, our association urges strongly that sections 12 and 16 
be stricken out of the bill. And I might add there that I know of no 
company of our entire association who disagrees. 

I believe that the views of the association with regard to the amend- 
ment proposed in section 13 of the bill are sufficiently covered in the 
statement which has been submitted, and accordingly I will not take 
the time of the committee on this. I would only note that there are 
already many restrictions making it difficult for investment companies 
to secure competent directors. ‘LT would also note that the existing 
provisions of section 10 were not drawn up inadvertently but were 
carefully worked out in 1940. 

It is the recommendation of the association that section 13 also be 
stricken out of the bill. 

Senator Winui1ams. Thank you. 

Mr. Earon. With your permission, Mr. Chairman, Mr. Jackson, 
our counsel, may have some words to add. 

Senator Wiuu1ams. Thank you very much, Mr. Eaton. We will also, 
of course, consider very carefully the memorandum that you have 
inserted in the record in connection with your remarks. Mr. Jackson. 

Mr. Jackson. Mr. Chairman, I want to be sure that this memo- 
randum is part of the record, which I take that it is. 

I want to point out, too, an error which appears in this memo- 

‘andum with regard to the effect of the Federal Reserve Act on the 
availability of directors to serve on open end investment companies, 
Paragraph 2(b) of our memorandum says that, “Hence officers and 
directors of national banks are prohibited, by virtue of that inter- 
pretation” (the interpretation of sec. 32 of the Banking Act of 1933) 
“from serving as directors of open-end investment companies.” In 
point of fact that is true, there is no error in that, but the interpreta- 
tion goes much further, because it applies to not only national banks, 
but to all other banks which are members of the Federal Reserve Sys- 
tem. So that a very broad class of persons who would be desirable 
as directors of investment companies are barred out because of the 
impingement of the Federal Reserve Act. I simply wanted to correct 
that inadvertent error in the statement. I think we ought to send 
you a letter just to put it in in a written manner. 

Senator Wituiams. All right, we will include it with the memo- 
randum. 

(The following was received for the record :) 


NATIONAL ASSOCIATION OF INVESTMENT COMPANIES, 
New York, N.Y., June 25, 1959. 
Hon. HARRISON A. WILLIAMS, Jr., 
Chairman, Securities Subcommittee, 
Senate Banking and Currency Committee, 
Washington, D.C. 


DEAR Mr. WILLIAMS: In a memorandum filed by the National Association of 
Investment Companies with respect to 8.1181, it was stated that an interpreta- 
tion of the Federal Reserve Board prohibits officers and directors of national 
banks from serving on the boards of directors of open-end investment companies, 
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thus restricting these companies in their efforts to obtain directors skilled in 
financial matters. 

As pointed out to the Securities Subcommittee at the hearing by Charles Jack- 
son, Jr., the interpretation covers not only national banks, but also all banks 
which are members of the Federal Reserve System. Thus investment companies, 
by virtue of the Federal Reserve Board interpretation, are unable to use, as 
directors, any persons from an extremely broad and competent portion of the 
national financial community. This makes it imperative that there be no addi- 
tional limitations placed upon investment companies with respect to persons 
who may serve them as directors. 

Respectfully yours, 
VINCENT L. BropERIcK, General Counsel. 

Senator Wiiu1AMs. Just a few things, Mr. Eaton. I wonder if you 
could describe briefly the nature of your association, the National 
Association of Investment Companies. 

Mr. Eaton. What do you mean by “the nature of your associa- 
tion”? It is an association of issuers, in other words, the companies 
themselves 

Senator Winuiams. How many member companies are there? 

Mr. Eaton. 180; it could be 189 before I get my glasses on, but 
itis 180. 

Senator WiiiraMs. That leads to the next question. 

Mr. Eaton. The assets of our members total about $15 or $16 bil- 
lions. This includes both open-end companies and closed-end com- 
panies, so it includes virtually all the investment companies in the 
Nation. 

Senator Wiiu1ams. You would say the association membership is 
virtually all of the industry ¢ 

Mr. Eaton. It seems to me so. I have counsel. I rarely call on 
counsel. Have you any comments? 

Mr. Jackson. Mr. Chairman, may I correct that in one respect? 
I believe it is accurate to say the association represents substantially 
all of the management investment companies which are active, di- 
versified, and publicly owned. While there are some nondiversified 
companies in our membership, there are a number of management 
investment companies which are nondiversified companies and which 
are not represented. An example of that would be the top Coca- 
Cola Co. which is technically an investment company under the 
1940 act. I don’t think most people would have thought of that, 
although it is a fact. Similarly, I do not believe that the Christiana 
Securities Co. is a member of the association although that is techni- 

ally an investment company under the act. 

Senator WittiaMs. How about the Alleghany Corp. ? 

Mr. Jackson. I don’t know. I don’t believe we have the pleasure 
of the membership of the Alleghany Corp. 

Senator WitiiAMs. You might recruit them. They are here today. 

Mr. Eaton. The open-end companies are the largest proportion 
of the membership of our association, and these companies have about 
$15 billions in assets currently. So it is the open-end industry which 
Iam perhaps most justified to think I can represent, but we are repre- 
senting our national association, which in turn represents the so- 

called mutual fund industry and closed-end companies generally, and 
as far as important ones, almost—I will say my layman’s statement— 
with very few exceptions. 


42560—_59——-11 
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(The following was received for the record :) 


NATIONAL ASSOCIATION OF INVESTMENT COMPANIES, 
New York, N.Y., June 25, 1959. 
Hon. Harrison A. WILLIAMS, JR., 
Chairman, Securities Subcommittee, 
Senate Banking and Currency Committee, 
Washington, D.C. 

Dear SENATOR WILLIAMS: At the hearing on June 18 with respect to S. 1181, 
you expressed interest in the number of investment companies represented 
by this association, and the number of shareholders served by those companies, 

At the present time this association has 179 management investment com- 
pany members. Of these, 24 are closed-end companies and 155 are open-end. 
These are all management investment companies: most of them are diversified, 
although some nine are nondiversified. Since all of our members are manage- 
ment investment companies, no face amount certificate companies or unit 
investment trusts are included among them, and we do not represent those 
elements of the industry. 

As of March 31, 1959, our member companies had aggregate assets of 
$15,816,608,000, $14,132,828,000 held by open-end companies and $1,683,780,000 by 
closed-end company members. 

On March 31, 1959, 4,086,179 shareholder accounts in our member companies 
were outstanding—3,815,756 in open-end companies and 270,423 in closed-end 
companies. While we have no precise statistics with respect to individual 
shareholders, we know that many persons hold more than one shareholder 
account. We estimate, however, that as of March 31, 1959, there were approxi- 
mately 2 million persons who held shares in management investment companies 
which are members of this association. 

There were, as of March 31, 1959, approximately 250 open-end investment 
companies registered with the SEC, with total assets of approximately $14.5 
billion. Of these, 156 companies, with assets of approximately $14.1 billion, 
are members of this association. Of approximately 125 closed-end companies 
registered with the SEC on March 31, with assets of about $6.3 billion, 24, 
with assets of $1.7 billion, are members of this association. It is to be noted, 
of course, that most of the closed-end management companies which are not 
members of this association are neither diversified, nor are they widely held 
by members of the public. 

Respectfully yours, 
Vincent L. Bropericx, General Counsel. 

Senator Wititams. We are always rather interested in the develop- 
ment of a position by a national association. Did you have a nation: al 
meeting prior to the preparation of your position on the Investment 
Company Act? 

Mr. Eaton. We have had several, and we are having a meeting 
today of the board of governors, which I appreciate being on, which 
I, as a member of the board, will attend this afternoon and evening in 
New York, and tomorrow morning. We did not have a special meet- 
ing on this subject, if that is what you mean, sir, but we had a meeting, 
and we are authorized to make statements, and I have tucked a few 
In, as you may have noticed. 

Mr. Jackson. Mr. Chairman, may I say to that point that during 
the past 2 years, while the SEC’s pr oposals have been in process of 
formulation, the membership of the association has been solicited for 
its comments, particularly in 1957 when this proposal took its present 
shape, and at that time the views of the membership were sought by 
letter, and the members expressed their views, and there was complete 
unanimity on this question of investment policy. And that has gone 
into the formulation of the association’s position, as well as, of course, 
meetings of the board of governors and the committees particularly 
chs arged with this question. 

Senator Winurams. Thank you. 
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I wonder, Mr. Eaton, if you could describe the recent history of 
growth of the investment companies in this country, both in numbers 
of companies and the size of companies, too. 

Mr. Earon. That is quite an order, Mr. Chairman. 

Senator Wii1aMs. The last 2 or 3 years. Just as a general propo- 
sition we have a feeling that, as you say, there might be another before 
you get your glasses on, that this is an area of rapid development, a 
Jot of new companies are rushing into the scene. 

Mr. Eaton. No, I don’t think—I am just merely giving you my 
personal view, I can’t be very official on this—there doesn’t seem to be 
a great many companies coming onto the scene in that period. That 
depends on what is meant by “great many.” There can’t be over, say, 
900 companies now, to be reasonable. 

Mr. Jackson. There are more than that. 

Mr. Eaton. How many more I don’t know. There have been cer- 
tain substantial banking houses that have brought out funds within 
the last year or two in which they have perhaps been closed at the 
beginning and open afterward, and they have been fairly substantial, 
that is true. But the main thing has been the growth of the estab- 
lished companies, which has been substantial and which has been 
due, it seems to me, to many forces. And I like to think and do think 
one of the reasons is the value of the constructive service rendered. 

We have had a more or less steady rise in the securities markets, if 
you talk about stocks. We have had a more or less steady fall, with 
some interruptions, in fixed-income securities in recent years, so it 
hasn't all been happy, certainly. But I believe the figures are more 
or less accurate, there are 3 million—I saw this figure the other day— 
3 million, perhaps, and a quarter—there are men in the room who can 
correct me if they will—are shareholders now of funds. 

Senator Wiiiiams. How many ? 

Mr. Eaton. 3144 million. I think that is accurate. 

Senator Witu1ams. The New York Stock Evchange said recently 
there are 12, almost 13, million stockholders in this country. 

Mr. Eaton. Yes. 

Senator Witxi1ams. And you would suggest that there are about 
3 million shareholders in investment companies ? 

Mr. Earon. I think so, and I am not sure that takes care of duplica- 
tions, and so forth. We have made studies, and I am not really 
qualified to answer that for a record of any accuracy. 

Senator Witt1ams. The New York Stock Exchange, in giving their 
figures, has said that the number of stockholders has almost doubled 
since 1956. 

Mr. Eaton. Yes, but I think it has been a natural part of our whole 
economic development, and I think a good, constructive job has been 
done in the field of merchandising, it has played a role. But as con- 
sequence of circumstances, I think it is quite an order for me or any- 
body else, as a matter of fact, to describe it. . 

Senator Wirxirams. The investor in the investment companies you 
are speaking of is putting his money in and almost forgetting it, is he 
not? He is putting his savings in your hands? | 
_ Mr. Earon. Well, I don’t know about forgetting it. If he has done 
it the way we hope he has done it, he has put it in wisely to employ 
professional managers to handle that portion of his money. a 
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Now there are many different kinds of investment companies, many 
different kinds of about everything. So some of them are so-called 
specialty funds and group funds, and there are general management 
funds. And my interest in the business personally i is particularly the 
general management field, and in that conce pt there is, in my judg- 
ment, no reason why the man or women shouldn’t put their money in 
and let us manage it. 

What one means by “forget it,” is forget the details of it, I presume 
that he should, because by my concept, if he does that in that kind of 
an investment company, he has ese Ae investment management or 
investment counsel with discretion more or less to act very ‘similar if 
he had put his money in a good trust company and had it managed 
there. It is the management tof money. So 8 should be able to, under 
the stipulated policy, ‘and so forth, to have a concept that his money is 
to be managed. 

In the so-called open-end or mutual fund, he can remove his money 
at greater or lesser price than his cost at the asset value determined 
at any business day, or, indeed, twice at any business day, generally. 

Senator WittraMs. I was just wondering if people are “investing 
with these companies with any of the attitude of a person who is buy- 
ing insurance or an annuity or preparing a pension position; if they 
feel it is the same kind of security. 

Mr. Eaton. They certainly should not think so. They are going 
into the equity field. That depends on what insurance may be. That 
gets us into another subject which we are not seeking today. Your 
fixed-income dollars and fixed-dollar contracts are outside of my field, 
are not in my field at all. In this area there is no such thing as a fixed 
income, fixed contract in dollars. There is, indeed, no contract, ex- 
cept we take your money and do the best we can, manage it under 
the express policy. Many of us laymen and people in the industry 
and the Commission and staff of the Commission, they work very hard 
to try to make it so these things are properly understood, so that the 
literature is clear and fair, and we believe in that. We have always 
worked so that organizations in the field and the salesmen will be fair 
and clear and honest. We cannot guarantee all of that, of course, but 
I can guarantee that many of us, the Commission and leading people 
in the ‘industry, do all they know how to do to that end and, I think, 
do a creditable job. So that the people should understand what they 
are getting, and they are getting different things from different peo- 
ple, ‘and it is rather difficult for 1 me; I have trouble sometimes under- 
standing my own mind, and I have an awful time understanding oth- 
ers. But believe a good job is being done in making as clear as we 
know how what we are trying to do. 

And I believe at the same time real freedom of action must be left 
to the investment manager, as was said this morning. 

Senator WituiaMs. We h: ave found your testimony very interesting 
and refreshing, and I appreciate your testimony, Mr. Eaton and Mr. 
Jackson. I would like to carry on this discussion further perhaps, 
but maybe at another time. Weare very grateful. 

Mr. Eaton. We appreciate the opportunity of being heard. 

(The memorandum referred to follows:) 
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MEMORANDUM ON BEHALF OF NATIONAL ASSOCIATION OF INVESTMENT COMPANIES 
Wituo Respect To §. 1181, WHIcH WovuLD AMEND, IN VARIOUS PARTICULARS, 
THE INVESTMENT COMPANY AcT oF 1940, AS AMENDED 


This statement is submitted on behalf of the National Association of Invest- 
ment Companies with respect to S. 1181, presently pending before this committee. 
The National Association of Investment Companies consists of 180 management 
investment companies, all of which are registered with the Securities and 
Exchange Commission under the Investment Company Act of 1940. In assets, 
these companies constitute over 95 percent of the publicly held, diversified 
management investment companies in the United States. 


POSITION OF THE NATIONAL ASSOCIATION OF INVESTMENT COMPANIES WITH RESPECT 
TO §. 1181 


The National Association of Investment Companies opposes two substantial 
changes in the Investment Company Act which would be effected by the pending 
bill. 

1. The first of these changes would, in effect, subject “investment policy” to 
the surveillance and control of the Securities and Exchange Commission by pro- 
hibitions against change in such policy without shareholder action (sec. 12 of 8S. 
1181, which would amend see. 8(b) (2) of the act; and sec. 16 of S. 1181, which 
would amend sec. 13(a) (3) of the act). 

2. The second change would further restrict the group from which eligible 
directors of investment companies may be drawn (sec. 13 of 8. 1181, which 
would amend sec. 10(a) of the act). 

We urge that sections 12, 13, and 16 be deleted from the bill. As to other 
changes proposed in the bill, this association raises no objection (SEC staff 
members have discussed several of these other changes with representatives 
of this association, and the SEC has made modifications in its original pro- 
posals which have met objections which have been raised). 


THE NATURE OF MANAGEMENT INVESTMENT COMPANIES 


Management investment companies differ one from another in organization, 
purposes, and capital structure. They are similar, however, in that each pro- 
vides a medium through which the funds of many investors may be pooled and 
invested, under continuous professional supervision, in securities issued by 
business corporations. 

Management investment companies developed in the wake of general public 
dissatisfaction with fixed-trust-type investinent companies, which were not 
flexible enough to meet changing market conditions. In management investment 
companies the flexibility of management in the light of changing market con- 
ditions has been one reason why the industry as a whole has served the public 
80 effectively during the past two decades. 

For a management investment company adequately to serve its shareholders, 
two basic conditions must obtain: the company must have an intelligent and 
informed management and the company must have a structure within which 
that management may freely exercise its investment discretion. 

If investment companies are to continue to operate effectively, it is, in our 
judgment, essential that there be no change made which will upset either of 
these two basic conditions. Without access to competent management and 
directorial personnel, trained in the investment field, and without a structure 
within which that management can freely exercise its investment discretion, 
management investment companies would not be able to render proper service 
to the public. 


THE COMPREHENSIVE NATURE OF MANAGEMENT INVESTMENT COMPANY REGULATION 


The Investment Company Act, in essence, provides a structure within which 
investment company management can exercise an informed investment discre- 
tion in the interests of shareholders of the investment company. (The Invest- 
ment Company Act of 1940 was, to some considerable degree, a cooperative 
venture. Responsible members of this industry worked closely with the SEC 
and with this committee in working out the various technical and substantive 
problems involved. It is a complicated law. This is so because the industry 
regulated under it is a complex industry with many variations in the types of 
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companies, in the purposes of those companies, and in the methods by which 
those companies do business. The responsible members of the investment in- 
dustry welcomed the enactment of the Investment Company Act, because by 
providing effective protections for investors and for the public it established 
public confidence in the investment company industry. The act has now been 
on the books for over 18 years. It has, in our judgment, made possible effective 
regulation of investment companies without restricting proper investment com- 
pany activities.) 

It is, however, only part of a mosaic of Federal and State laws to which 
management investment companies are subject. Thus registered management 
investment companies are affected not only by the Investment Company Act but 
also to some extent by the Securities Exchange Act and to a much greater 
extent by the Securities Act. 

All investment companies, pursuant to rules under section 20(a) of the 
Investment Company Act, must comply with the provisions of the proxy rules 
adopted pursuant to section 14(a) of the Securities Exchange Act. Open-end 
investment companies which are constantly offering shares to the public are 
continuously subject to the provisions of the Securities Act, and a registration 
statement under that act must be in effect at all times with respect to such 
shares. Hence the disclosure provisions of the Securities Act bear with par- 
ticular force on most of our member companies; no one can sell shares newly 
issued by an investment company without delivering to the purchaser a current 
prospectus, which contains definitive information concerning the company, its 
officers and directors, its investments, its capital structure, and its policies. 

The Securities Act was in effect when the Investment Company Act was 
passed. The two acts differ in their impact upon investment companies in 
that, whereas the Securities Act is primarily a disclosure statute (with punitive 
sanctions for failure to disclose), the Investment Company Act is, primarily 
with respect to structure and corporate activities, a regulatory statute. It 
delineates certain requirements with respect to the capital sructure of com- 
panies: it regulates dealings between investment companies and persons affili- 
ated with them; it prohibits self-dealing on the part of officers, directors, and 
affiliates of investment companies; it prohibits activities generally which might 
be in the interests of other than the shareholders of the companies; and it 
provides for ultimate shareholder control with respect to important investment 
company relationships such as its contracts with investment advisers and 
underwriters. 

Investment companies are also subject to regulation under a wide variety of 
securities laws enacted by the several States. 


THE CHANGES PROPOSED BY THE SEC WITH RESPECT TO INVESTMENT POLICY AND 
DIRECTORS 


The changes proposed by the SEC with respect to investment policy and with 
respect to limitations upon those who may serve as directors will, in our judg- 
ment, depart from the original intent of the Investment Company Act, and will 
hamper effective investment company operation. These proposed changes would 
(1) make it more difficult for investment company management to carry out its 
investment functions in the interest of investment company shareholders by 
subjecting the execution of investment judgment to SEC surveillance by hind- 
sight; and (2) compound the problems which investment companies presently 
face in attracting competent directors. 

These changes would be, in our judgment, in derogation of the public interest. 


1. SEC CONTROL OVER INVESTMENT POLICY 


Section 12 of the proposed bill would amend section 8(b) (2) of the act to 
require inclusion in the registration statement of a recital of the investment 
policy of the investment company with respect to various matters. (While the 
inclusion would only be required if the SEC prescribes by rule, the fact that the 
SEC is proposing the change indicates that it would adopt such rules if the law 
were changed.) Section 16 of the bill would amend section 13(a) of the act to 
provide that no investment company may “deviate from any investment policy” 
unless authorized by a vote of its outstanding voting securities. 

Thus the proposed amendment to section 8(b) (2) would call for “a recital of 
the investment policy of the registrant, which may, if it desires, make appro- 
priate reservations of freedom of action for the protection of investors, in respect 
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of (a) the extent to which it intends generally to invest in bonds or other obliga- 
tions, preferred stocks, common stocks, or any one or more of any class of 
securities; (b) objectives as to income, preservation of capital or capital appre- 
ciation, if registrant represents that it will place emphasis on any one or more 
of such objectives; (c) the extent of investments to be made in issuers located 
or operating in particular geographical areas, if registrant represents that its 
investments will be so limited; (d) investment in companies for the purpose of 
exercising control or management ;” 

The apparent effect of these proposed changes would therefore be to require 
investment companies (1) to state in their registration statements their invest- 
ment policies with respect to types of securities, investment objectives, geo- 
graphical concentration, and control; and (2) to maintain those policies until 
a change therein is authorized by shareholder vote. 

The actual effect of the changes would be to place the SEC in a position where, 
for the first time, it would pass upon the propriety of the exercise of investment 
discretion on the part of investment company managements. (It should be 
noted that, at the present time, investment companies are required, in their regis- 
tration statements, to set forth certain of the matters delineated in the proposed 
amendment to section 8(b) (2). Item 5 of form N-SB-1, which is the registra- 
tion form for management investment companies, requires a description of the 
investment company’s investment policies with respect to— 

“(a) The type of securities (for example, bonds, preferred stock, com- 
mon stock) in which it may invest, indicating the proportion of assets which 
may be invested in each type of security. 

“(b) Investment in companies for the purpose of exercising control or 
management.” 

Thus the amendments would add two additional categories (investment 
objectives and geographical concentration) as to which specification must be 
made, and they would prohibit deviation from stated investment policy in all 
four areas without shareholder approval. 

We are greatly concerned with the mandatory inclusion of matters of invest- 
ment policy within a framework which would authorize all shareholders and the 
Securities and Exchange Commission to second-guess investment company man- 
agement on the exercise of its investment discretion. 

There are variables implicit in the diverse approaches of professional invest- 
ment company management and of SEC regulator which as a practical matter 
make it unfeasible to include the suggested restrictions in the law. 

Thus, the proposed amendment would permit an investment company, as to 
any investment policy, to make appropriate reservations of freedom of action 
for the protection of investors. These seem to be broad words which would 
permit a company to reserve a fairly extensive freedom of action in the interest 
of its investors. Apparently, however, they are not so intended, because the 
Chairman of the SEC explained in a presentation in the House concerning the 
substance of this bill that the intent of these words was limited to specific types 
of securities : 

“While this statement is cast in general terms, it is intended to emphasize 
that management may reserve full discretion to acquire so-called defensive secu- 
rities such as high-grade corporate bonds or preferred stock or Government 
securities when it deems such action to be appropriate.” (Testimony of Edward 
N. Gadsby before Subcommittee on Commerce and Finance, House Interstate 
and Foreign Commerce Committee, on June 3, 1959, with respect to H.R. 2481.) 

The profession of investment is not a precise profession. At any given time 
various different practitioners in the field will have different concepts of what 
constitute “defensive securities.” (It is to be noted that “defensive securities” 
is a phrase which appears nowhere in the proposed statutory language. It is 
apparently the SEC’s interpretation of what an investment company may pur- 
chase when it makes reservation of freedom of action for the protection of in- 
vestors.) At different times any given practitioner will have varying concepts 
of what constitute “defensive securities,” and the variations will be attributable 
to the different market situations, and to his analysis a the time of the consider- 
ations which may influence the movement of the market in the future. 

There are no fixed and permanent rules in the investment field. To one pro- 
fessional investment manager a high-grade corporate bond, at any given time, 
may constitute a prime, defensive security; to another practitioner, of equal 
competence, and at the same time, high-grade corporate bonds may constitute 
risk securities and he may regard common stock in the consumer field as the 
ideal defensive security. 
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Compare the analytical approaches which investment company manager and 
SEC Administrator will bring to the evaluation of the propriety of any given 
investment decision. The professional investor will take action, in a given situa- 
tion, in which he will be influenced, among other things, by the nature of the 
portfolio, the condition of the market, his opinion concerning the future direc- 
tion of the market, and conditions which have or may influence market conditions 
generally or the securities in the investment company portfolio. The action taken 
will be consistent with the stated investment policy of the company, but will 
properly be the result of many and diverse subjective considerations. 

The SEC Administrator, on the other hand, in reviewing investment decisions 
so painstakingly taken, will be more inflexible and dogmatic in his approach, 
He will develop and apply rules of thumb, such as the narrow interpretation 
quoted above of the freedom-of-action provisions of the proposed amendments, 
He will develop, in a relatively short time, inflexible standards which will effec. 
tively limit the free exercise of investment discretion by management. 

This is not intended to be critical of SEC regulation. We have respect for 
the administration by the SEC of its functions under the Investment Company 
Act. Relative inflexibility is, however, a feature of the regulatory process. This 
fact constitutes a compelling weet why the impact of the regulatory process 
should not be extended to the area in which management investment discretion 
is exercised. It is an area in whic flexibility is essential, and yet with regula- 
tion the flexibility would disappea 

A general legislative mandate a inevitably become quite specific by inter- 
pretation: formulas would be devised which would be used as yardsticks to 
determine or to measure deviation from stated investment policy ; the generalized 
words of the statute would obtain a quite specific coloration in practice; and 
the necessary flexibility which is the hallmark of successful investment would 
no longer be possible. 

Investment objectives cannot be stated with mathematical precision. (The 
terminology of the proposed statute itself is imprecise. Paraphrased, the pro- 
posed sec. 8(b) (2) (B) requires the setting forth of investment policy with respect 
to objectives as to income, ete. Since an “objective” would seem to be an end 
or aim, and a policy a means or procedure adopted toward the attainment of 
such an end or aim, the requirement of a statement of “objectives” as, in effect, 
a subdivision of “policy,” seems to involve a contradiction in semantics.) 

There is no sharp line which can mark the limits of a stated policy. How can 
management know when it is necessary to go to its shareholders? Yet under 
the proposed amendments it must infallibly locate those limits at its peril. 

rhe Investment Company Act, as it stands today, has provided an effective 
framework within which the investment company industry has achieved ma- 
turity. The professional investors who have, through the medium of the invest- 
ment company, managed the investment funds of so many thousands of inves- 
tors of moderate means, have been able to do so successfully because the In- 
vestment Company Act, while providing a framework within which the invest- 
ment company function could be carried on, has never projected the SEC into 
a position where it has been required to interfere with, or to oversee, the exer- 
cise of the discretionary function of management. By virtue of the Securities 
Act the Commission has required disclosure of the activities and investments of 
investment companies: by virtue of the Investment Company Act it has regu- 
lated certain corporate activities of investment companies. It has not, unless 
a company has voluntarily made investment policy a matter of fundamental 
policy, exercised—-or been free to exercise—control over the investment dis- 
cretion of management. 

The proposed amendments to sections 8(b)(2) and 13(a) do not, it is true 
by their terms say anything about SEC supervision of the management process. 
Yet such supervision would be an inevitable result of the passage of the sug- 
gested legislation. 

The SEC would be in a position where it must review the exercise, by all 
registrants, of their investment judgment to determine whether the company 
deviated, at any point, from the SEC’s concept of, or interpretation of, the 
stated investment policy of the company. 

The amendments, if adopted, would introduce into the thinking of profes 
sional investors subject to their provisions a new consideration—and one which 
is foreign to the free exercise of professional management discretion. They 
would necessarily consider, with respect to their investment decisions, not only 
whether they are sound decisions, and in keeping with the investment policies of 
the company, but also whether they are decisions which the particular staff | 
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member of the SEC who will review them will consider in keeping with those 
policies. 

Regulation tends to be inflexible, and the field of investment management is 
one Which by its very nature requires an extreme flexibility. We urge, as 
strongly as possible, that it would be a disservice to those who invest in invest- 
ment company shares to provide for the hamstringing of the exercise of in- 
vestinent discretion by enacting the proposed amendments to sections 8(b) (2) 
and 13(a). 

Our problems with the proposed amendments are practical, not philosophical. 
The penalties provided for willful violation of any provisions of the Investment 
Company Act, or any rule, regulation, or order thereunder, are criminal penalties 
and do not permit of philosophical speculation. The provisions proposed by the 
SEC with respect to “investment policy” are too vague and indefinite to satisfy 
any reasonable criterion of a clear guide to conduct, enforcible by criminal 
sanctions. (See sec. 49, Investment Company Act. “Willful” violation is neces- 
sary to sustain a criminal conviction. But the element of willfulness is not 
specified in sec. 47(b) of the act, which provides that every contract “made in 
violation of any provision of this title or of any rule, regulation, or order there- 
under, and every contract heretofore or hereafter made, the performance of 
which involves the violation of, or the continuance of any relationship or 
practice in violation of, any provision of this title, or any rule, regulation, or 
order thereunder, shall be void” as regards the rights of a person who, in 
violation of the provision, etc., “shall have made or engaged in the performance 
of any such contract.’’) 

We suggest, therefore, that sections 12 and 16 of S. 1181 be deleted. 


2. LIMITATIONS ON DIRECTORS 


Section 10 of the Investment Company Act spells out various limitations with 
respect to persons who may serve as directors of investment companies. It pro- 
vides, in substance, that not more than 60 percent of an investment company’s 
board of directors shall consist of officers or employees of the investment com- 
pany, or investment advisers of the investment company or affiliated persons of 
the investment adviser (sec. 10(a)). It also provides, in substance, that no 
more than a minority of an investment company’s board of directors may be 
regular brokers to the company, or affiliated persons of the regular broker (sec. 
10(b) (1) ) ; and no more than a minority of the board of directors may be prin- 
cipal underwriters of the investment company or affiliates of the principal under- 
writer (sec. 10(b) (2)); and no more than a minority of the board of directors 
may be investment bankers or affiliated with investment bankers (sec. 10(b) 
(3)). It further provides that a majority of the board of directors of any 
investment company shall not consist of persons who are officers or directors 
of any one bank (see. 10(¢) ). 

The Securities and Exchange Commission now proposes changes in section 10 
which will be undesirable in that they will make it more difficult for investment 
companies to secure competent directors to serve on their boards. 

First, because it is, in our judgment, a vitally important consideration for 
this committee and for our industry, let us review certain restrictions outside 
the four corners of the Investment Company Act itself, which make any further 
limitations on investment companies’ capacities to recruit competent directors 
undesirable. 

(a) SFC limitations. The Commission has established by interpretation 
that attorneys who act as counsel to investment companies fall into the category 
of “employee” for purposes of section 10(a) of the act, and hence are subject to 
the limitations spelled out in section 10(a) with respect to availability as di- 
rectors to investment companies. Since many investment companies as a matter 
of policy are anxious to have their attorneys serve as directors, this SEC 
interpretation of the status of attorneys has proved to be a considerable handi- 
cap to investment companies in their efforts to secure competent persons as 
directors. (It may be noted that this SEC interpretation of the status of at- 
torneys has also been the source of considerable professional irritation to the 
attorneys affected. ) 

(0) Federal Reserve limitations. The Federal Reserve Board, in interpreting 
limitations set forth in section 32 of the Banking Act of 1933 (12 U.S.C.A. 78), 
has held that open-end investment companies are distributors of securities. Hence 
officers and directors of national banks are prohibited, by virtue of that in- 
terpretation, from serving as directors of open-end investment companies. 
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Since these banks represent a pool of persons competent in the financial and 
investment fields whose talents would be invaluable in the investment company 
field, the Federal Reserve prohibition against the participation of such persons 
in investment company activities has been a matter of continuing concern to the 
entire investment company industry. Efforts have been made to convince the 
Federal Reserve Board of the incorrectness of its interpretation, but without 
success, 

Thus at the present time the combination of exclusory provisions of section 
10, the SEC’s view with respect to the status of attorneys, and the Federal 
Reserve restriction with respect to bank officers and directors, all greatly narrow 
the field from which competent directors can be chosen. 

It is a plain and simple fact that one of the pressing and urgent problems 
which all investment company managements face is that of obtaining a com- 
petent board of directors. We urge that this Congress take no steps to limit 
further the groups from which competent directors may be selected. 

In considering this matter, we believe that this committee should know that, 
in our judgment, the SEC has completely misconstrued the intent of Congress in 
enacting section 10 of the Investment Company Act. 

Chairman Gadsby in his presentation to the House Commerce and Finance 
Subcommittee has suggested inadvertence on the part of Congress in 1940 in not 
“keying together” section 10(a) and 10(b) of the act. (Testimony with respect 
to H.R. 2481, June 3, 1959.) Such “keying together” is apparently, in Mr. 
Gadsby’s view, something which Congress intended but somehow overlooked. 
(The SEC proposal would do more than “key together” sections 10(a) and 
10(b). It would restrict the present coverage of section 10(a). Thus a person 
owning 5 percent of the stock in an investment adviser would presently fall 
within the restrictions of section 10(a) as an “affiliated person.” (Investment 
Company Act, sec. 2(a)(38)). The SEC proposal would, by embracing all share- 
holders of the investment adviser, extend the section 10(a) restrictions to a 
person owning one-tenth of 1 percent of the stock in the investment adviser.) 

It is certainly true that in an early version of the Investment Company Act 
proposed by the SEC in 1940, there was a “keying together’ such as that sug- 
gested by Mr. Gadsby. It is also—and significantly—true that ‘this “keying 
together” was deliberately and advisedly eliminated from the version which was 
enacted into law. 

Thus, 8S. 3580, 76th Congress, which was the SEC’s original proposal for 
the Investment Company Act, contained a section 10(a) which provided as 
follows: 

“After 1 year from the effective date of this title, no registered investment com- 
pany shall have a board of directors or an executive committee more than a 
minority of the members of which consists of— 

(1) affiliated persons of any one investment company other than such 
registered investment company ; or 

(2) persons who regularly act as manager, investment adviser, broker, or 
principal underwriter of or for such registered company or affiliated persons 
of such persons.” 

Between the consideration of that section and the language which ultimately 
became sections 10 (a) and (b) of the act came much thoughtful and careful 
consideration of the matter. It ultimately became clear that the pattern which 
was to be provided was one in which limitations on a percentage basis would 
be placed upon these various categories, so that there would be, at all times, 
persons, on an investment company’s board of directors who were independent 
of those particular categories. Because shareholders in investment companies 
invest in management, the Congress provided for a higher maximum of par- 
ticipation by persons engaged in management, either in the investment company 
itself or in its investment adviser. Because principal underwriters were di- 
rectly interested in sales of investment company shares, and because regular 
brokers were directly interested in investment company portfolio transactions, 
the percentage limitations on board participation by persons from those cate 
gories was limited with respect to each to less than 50 percent. 

There was, however, no intention on the part of Congress to interrelate these 
various limitations. Testimony before both House and Senate Committees 
considering the Investment Company Act of 1940 makes this clear. 

Thus David Schenker of the SEC, discussing the language in the present 
section 10 before a subcommittee of the Senate Committee on Banking and 
Currency, testified as follows: 
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“Although, Senator, the fundamental approach in both these bills is similar, 
you remember the underlying thesis of old section 10 was that if anybody 
stands to gain or lose from transactions in which he has some element of con- 
trol, then provision ought to be made for independent representation. This new 
section 10 provides that 40 percent of the directors have to be independent of 
the manager, officers, and employees. It is stated the other way. It says, not 
more than 60 percent shall consist of persons who are managers, officers, or em- 
ployees. This provision will provide the independent directorships where you 
have a management contract. In the situation where the directors are the 
brokers for the investment company or are investment bankers or are the prin- 
cipal distributors of the securities of the investment company, then a majority 
of the board has to be independent of those individuals. So you have a situa- 
tion where there is no element of self-dealing—and I do not use the word in 
any offensive sense. In a situation where the director stands to gain or lose in 
a particular transaction, either as acting as investment banker for portfolio 
corporations, or acting as broker for the investment company, or acting as prin- 
cipal distributor for the securities of the investment company, in that case the 
board of directors has to be independent to the extent of the majoriy of the 
board from those individuals * * *.” (Hearings before a subcommittee of the 
Committee on Banking and Currency, 76th Cong., 3d sess., on S. 3580, pt. 4, 
p. 1113). 

Mr. Schenker’s testimony before the House Committee was to the same effect: 

“* * * The section provides that if you are the manager or investment ad- 
viser of an investment company or investment trust, then 40 percent of the 
board of directors have to be independent of you. 

“Now, why do we make that provision? You can see that the manager has a 
pecuniary interest in the method of running the trust, because his management 
fees may depend upon the performance of the trust. In order to furnish an in- 
dependent check upon the management, the provision is made that at least 40 
percent of the board must be independent of the management, officers and em- 
ployees. I think that is one of the most salutary provisions in this bill.” 

* > ~ * x ~ ao 

“The bill as originally introduced had a different provision. It required that 
a majority of the board be independent of the management. However, the argu- 
ment was made that it is difficult for a person or firm to undertake the manage- 
ment of an investment company, give advice, when the majority of the board 
may repudiate that advice. It was urged that if a person is buying manage- 
ment of a particular person and if the majority of the board can repudiate his 
advice, then in effect, you are depriving the stockholders of that person’s 
advice. * * * 

“Now, that made sense to us. If the stockholders want A’s management, 
than (sic) A should have the right to impose his investment advice on that 
company. However, we felt that there should be some check on the manage- 
ment and that is why the provision of 40 percent of independence was inserted. 

“You come to a different situation which is dealt with in subsection (b). 
However, the bill provides that if you have a pecuniary interest more direct 
than that of merely a manager who gets a fee; if you have a pecuniary interest 
in the transactions in which the investment company effects and have the power 
to make these transactions, then you have to give up control of the board.” 

“* * * Hereafter the broker cannot dominate the board. The investment 
banker cannot dominate the board; the principal distributor of the securities 
of the investment company cannot dominate the board. The board of directors 
in each case must be independent of those individuals * * *” (hearings before 
a subcommittee of the Committee on Interstate and Foreign Commerce, House 
of Representatives, 76th Cong., 3d sess., on H.R. 10065; pp. 109-110). 

The Senate report reflects this interpretation : 

“The bill provides that at least 40 percent of the board of directors of an 
investment company shall be ‘independent’; that is, no more than 60 percent may 
consist of investment advisers to the company or affiliated persons of such an 
adviser or officers or employees of the company. Moreover, a majority of the 
board of directors of an investment company must be composed of persons who 
are not regular brokers for the company or principal underwriters of its securi- 
ties, or investment bankers, or in each case persons affiliated with them.” 8. 
Rept. 1775, 76th Cong., 3d sess., p. 14.) 

There was, therefore, no intention to interrelate the provisions of the present 
10(a) and 10(b) in 1940, and there is no reason today why they should be inter- 
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related. There is no loophole in the law, because the law was intended to pro- 
vide separate, rather than interrelated, limitations. 

Thus if this Congress was to amend the law to provide the interrelation sought 
by the SEC it would be doing it by way of making an affirmative revision in the 
law, rather than by way of correcting an inadvertence. Such affirmative revi- 
sion will be troublesome for the investment company industry, for reasons set 
forth above, and it will serve no necessary purpose. 

The Investment Company Act of 1940 was enacted after an intensive 3-year 
investigation of the investment company industry, in which all abuses and 
alleged abuses with respect to investment company activities were meticulously 
explored. It was considered at considerable length and in great detail by both 
Ilouses of Congress. If the interrelation called for by the SEC was not re 
quired then, it is submitted that it is certainly not required now. 

The committee should consider that the Investment Company Act contains 
meticulous limitations upon transactions between directors and their investment 
company. Investment company directors are thus perhaps more carefully 
scrutinized, in their relationships with their companies, than are the directors of 
any comparable corporate entity. 

Absent a showing that a change in this section of the law is essential for the 
protection of investors, or in the public interest, we submit that it is neither 
necessary nor desirable to limit further the persons who are available to serve 
as directors of investment companies. 

We respectfully suggest that section 13 should be eliminated from the bill. 


Senator Wiiuiams. The subcommittee will now recess the hearings 
until Tuesday at 10 a.m. in this room. 


(Whereupon, at 12:15 a.m., the subcommittee recessed, to recon- 
vene at 10 a.m., June 23, 1959.) 
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TUESDAY, JUNE 23, 1959 


U.S. Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10:13 a.m., Senator Harrison A. Williams, Jr. 
(chairman of the subcommittee), presiding. 

Present : Senators Williams and Bush. 

Senator Wituiams. The subcommittee hearings will come to order, 
and we continue this morning with testimony to be offered by the 
Investment Counsel Association of America, Moody’s Investors Serv- 
ice, and Standard & Poor’s Corp. 

Our first witness will be Mr. Ayer, president of the Investment 
Counsel Association of America. Mr. Ayer, will you come up? 

Mr. Ayer. Shall I sit here? 

Senator Witiiams. Yes. Proceed. 


STATEMENTS OF HAZEN H. AYER, PRESIDENT; DWIGHT ROGERS, 
CHAIRMAN OF COMMITTEE ON LEGISLATION; AND PETER S. 
HELLER, ATTORNEY, INVESTMENT COUNSEL ASSOCIATION OF 
AMERICA, INC. 


Mr. Ayer. My name is Mr. Hazen H. Ayer. 

Senator Witi1ams. You are the president of the association ? 

Mr. Ayer. Of the association; yes, sir. 

Senator Witu1aMs. Fine. You may proceed. 

Mr. Ayer. My home is in Winchester, Mass. I am president of the 
investment counsel firm of Standish, Ayer & McKay of Boston. 

First of all, in behalf of myself and the group I represent, I should 
like to thank you, Mr. Chairman, for the opportunity to come before 
_ in connection with this legislation. We think it is important 
egislation, and we have an interest in it. My purpose in coming 
here today is to represent the Investment Counsel Association of 
America. This is an association of 50 firms which are registered as 
investment advisers and who qualify as investment counsel under the 
Investment Advisers Act. My statement refers only to S. 1182. 

I do not know how well the functions of our profession, our organi- 
zation are known. Perhaps it would be in order, therefore, to say that 
our association, made up of 50 of the leading investment counsel firms, 
was founded in 1937. The basic reason for the organization is to 
promote high standards of integrity and public responsibility in the 
profession of investment counsel. 
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The association for which I speak is, I believe, fully conscious of 
its responsibilities to the public. It is keenly interested in prevent- 
ing abuses in the investment. field and in investment advisory activi- 
ties in particular. We are hopeful that in supporting the amend- 
ments provided in this bill, plus the one which I will suggest, that 
in doing this we are continuing to serve the best interests of our clients 
and those of the general public. 

The temptation here 1s to talk quite informally about this legisla- 
tion, but it gets a bit complicated, and the definitions and the wording 
are all-important. With your permission, therefore, I should like to 
read a statement which we are submitting. 

Mr. Chairman, our association is in favor of early, prompt passage 
of this bill. When I have completed my brief statement I trust our 
reasons will be clear. The bill represents much thought and work by 
the SEC and its staff, aided by comments and criticism from counsel 
for the publishing houses with big investment supervisory depart- 
ments as well as from our own people. We worked hard to make 
this bill a good one. My definition of a good bill for this purpose 
might be one that gives the Commission the power it needs without 
putting the smaller firms in our industry under backbreaking loads 
or exposing our clients to any wider disclosure of their private affairs 
than is absolutely necessary. 

This question of the disclosure of our clients’ private affairs leads 
me directly to the first of the three of the proposed changes in the act 
which I would particularly like to comment on. I wish also to pro- 
pose one further amendment. 

First, as to the confidential nature of our business, which is covered 

in section 13. From the point of view of the public directly affected 
by this bill, we believe the most important improvement proposed i in 
the 1940 act by S. 1182 is the new antigossip provision of section 13. 
When one of our firms is retained by the members of a family to assist 
In managing their personal investment affairs, you can re: adily under- 
stand that our close confidential relationship puts in our possession a 
great collection of facts which are nobody else’s business and which, 
at least until some overriding public interest intervenes, ought reason- 
ably to be kept confidential. When the retainer lasts 20 or 30 years as 
many have, the store of confidential material in our files and records 
becomes impressive. 

Since section 6 will give the SEC certain explicit powers of visita- 
tion and audit, it seems to us essential, if our clients are not to be left 
liable to improper exposures, to strengthen the existing secrecy pro- 
visions of section 210(¢). Section 13, we hope, does this. 

Next, as to fraudulent, deceptive or manipulative practices covered 
in section 9. May I respectfully direct your attention to the new 


clause proposed as an addition to section 206 of the 1940 act? This 
would read : 




































































































































































































































Sec. 206. It shall be unlawful * * * 
(4) to engage in any act, practice, or course of business which is fraudu- 
lent, deceptive, or manipulative. The Commission shall, for the purposes of 
this paragraph (4) by rules and regulations define, and prescribe means 
reasonably designed to prevent, such acts, practices, and courses of business 
as are fraudulent, deceptive, or manipulative. 





























If the Congress should decide to give the Commission this particular 
grant of rulem: aking power, we may, of course, live to regret it. As 
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you can realize, it practically puts our business survival in the hands of 
the SEC. Under this clause a set of rules might be drawn up that 
would require so much work and effort the registrant would have little 
time, energy, or scope left over for the pr ‘actice of his profession. 

These rules, carelessly written, might easily end up by making him an 
insurer of his advice. 

The thought of such powers can easily create apprehension. We 
hope, however, this new power may help to protect the public and to 
prevent fraud. Our objectives in this area seem to be almost identical 
with those of the SEC. Therefore we, who are the ones to be regu- 
lated, are willing to accept these obvious risks. We accept them not 
because the problem is simple, but because it is complex and difficult. 
While we apprehend difficulty in writing suitable rules, we believe an 
attempt to meet the problem by rigid statutory language would be even 
worse, 

We come now to section 16, the no-preemption phase. This section 
specifically leaves to the States, you might almost say it invites them, 
to add detailed provisions regulating investment advisers who cross 
State lines to the regulation of them by Congress and the SEC. For 
my part I could wish it did not. I would much rather be regulated by 
a single body of professionals gathered in one place than by 50 equ: ally 
dedicated groups of public servants authorized by 50 different legisla- 
tures located in 50 States scattered from New Jersey to Alaska. How- 
ever, we do hope that the passage of this bill will encourage greater 
coordination and cooperation of the State legislators and administra- 
tors with each other and with the SEC. 

I now. come to the proposed new section 208(c). I now wish re- 
spectfully to propose the following language to replace the present 
section 208(c) : 

It shall be unlawful for any person who makes use of the mails or of any means 
or instrumentality of interstate commerce in connection with his or its business 
to represent that he is an investment counsel or to use the name investment 
counsel as descriptive of his or its business unless such person— 

these are the qualifications — 


(1) is registered under section 203 of this title; (2) his or its principal business 
consists of acting as investment adviser; and (38) a substantial part of his or its 
business consists of rendering investment supervisory services. 

Those may seem a bit complicated, but reference is made, I think, to 
the original legislation. 

If the change is made, section 203(c) (2) will need technical atten- 
tion. Paragraph 203(c) (2) might be omitted and in its place a new 
paragraph (G) might be added to section 203(c) (1) as follows: 

(G) The extent to which the business of such investment adviser consists of 
rendering investment supervisory services. 

That refers to the information which we file under section 203. 

For many years it has been a source of disappointment to the invest- 
ment counsel of the country and perhaps to others that this definition 
of investment counsel in the 1940 act permitted the use of the term by 
anyone, just so long as he was not registered under the act. It would 
seem to us more in the public interest, better for us, and more logical 
all around, to limit the use of the term to those who in fact are regis- 
tered under the act and whose methods and practices the SEC is more 
likely to review with some regularity. 
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At that point I might say I think there is some confusion in the 
minds of the public and others as to who are investment advisers, how 
they operate, and in what respect investment counsel differ from other 
people in this field. That is a subject which I will be glad to develop 
later if there is interest in it or time for it. 

As the committee is doubtless aware, this section has bothered 
Standard & Poor’s Corp. and Moody’s Investors Service who conduct 
large investment supervisory operations. This part of their business 
taken by itself would fall within the statutory definition, but use of 
the term is prohibited to them because investment supervision is not 
the principal activity of these companies. Thus, we now have the 
somewhat strange situation in which an underwriter selling securities 
to his customers or a broker can presumably call himself an investment 
counsel provided only he is not registered as an investment adviser. 
You recall that if he does not collect separate compensation for his 
advisory activities he need not register under the present act. 

It is our belief this amendment would strengthen the act and im- 
prove the definition of the term. At the same time it will permit 
those two companies and others similarly situated to use the term to 
describe their supervisory services. 

Mr. Chairman, thank you for giving us this opportunity to be 
heard. 

Senator Witi1ams. Thank you very much, Mr. Ayer. 

Perhaps Senator Bush has some questions. 

Senator Busu. Just what is the present provision of the law re- 
specting the use of the term “investment counsel,” if you wish to re- 
place it with this language? What are you seeking to replace? 

Mr. Ayer. There are two sections in the present act, Senator Bush, 
which deal with the definition of “investment counsel,” and put to- 
gether they go something like this—I can get you the exact wording, 
but it is roughly this: Under the sections “of the act, section 208(c) 
and 208 (a) (13) taken together, “investment counsel” is defined rough- 
ly as follows: First, “one who is primarily engaged in rendering 
investment supervisory services”; and, again, “giving continuous ad- 
vice as to the investment of funds on the basis of the individual needs 
of each client.” 

We have not been seriously disturbed by that definition. In fact, 
we have been reasonably well satisfied with it. On the other hand, 
it is our feeling that the proposed amendment that we have suggested 
would possibly clarify the definition as it now stands. It would be, 
presumably, more acceptable to the two companies I mentioned previ- 
ously and in general would be quite satisfactory to our association. 

Senator Wiui1ams. Are they members of your association, by the 
way? 

Mr. Ayer. They are not, sir, because, as I tried to make the point 
in the earlier testimony—I will read that section, if I may 

Senator Busn. I do not know. Perhaps you can tell me. Is there 
any other field of professional service where the law restricts the use 
of a name such as “investment counsel”? I mean, is there a law to 
prevent you from calling yourself a lawyer or doctor? I suppose 
that you have to have a certificate for those things. Your association 
has to register and get a certificate. But how about the restriction 
of the use of a term like this? Is there any precedent for it in Amer- 
ican business? I do not know; I am just asking. 
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Mr. Ayer. That is Federal legislation. I am not familiar with 
that and could not answer the question. 

Senator Busy. Maybe one of your colleagues can answer it. 

Mr. Ayer. Would you like to answer that question, Mr. Rogers, as 
chairman of our legislative committee? 

Mr. Rogers. I believe, Senator, that some kind of restrictions on 
the use of identification is fairly common in professional groups 
even though it may not be common in business. Beyond that I don’t 
think I could answ 4 the question. : 

Senator Busu. I am not familiar with any Federal legislation 
which offers oie of that kind. It seems to me the language 
you have in section (c) of 208 now is fairly restrictive—more 8) 
than any other type of restrictive legislation that I know of respect- 
ing the use of a title. So I do not know what purpose your amend- 
ment serves. It tightens it up considerably, does 1 it, in your judgment ? 

Mr. Ayer. That is our feeling, Senator. The points I have tried 
to make briefly are these: First, if a broker, let us say, does not 
register under the Investment Advisers Act of 1940, he is then free, 
as I understand it, to use this title : describing his work, which we 
think is a little odd, inasmuch as, as I said earlier, Standard & Poor’s 
and Moody, who have operations et to ours, cannot use the 
term for the simple reason they are registered as investment advisers, 
as the language is now interpreted. The principal business is not 
investment supervisory work, so they are excluded under the present 
law as it is written. 

Senator Busu. Yet they do a very substantial business in the field, 
do they not ¢ 

Mr. Ayer. True. 

Senator Witu1aMs. You say it is not a major part of their business? 

Mr. Ayer. I understand it is not a major part. 

Senator Witurams. They would not qualify under paragraph (2), 
“his or its principal business consists of acting as investment adviser” ? 

Mr. Ayer. That is a legal question. May I ask our attorney, Mr. 
Heller, to explain how that is defined in the act? 

Mr. Hetter. Yes, sir. Are you interested in section 208(c) as it is 
now written, or in the—— 

Senator Witu1AMs. Your proposal—that is what I was questioning. 

Mr. Heuer. Under the Investment Advisers Act of 1940, the defin1- 
tion of “investment adviser,” I think it is in section 202(a)(11) of 
the present act, which would be unchanged by this proposal, an in- 
vestment adviser is anybody who gives investment advice. The result 
is that the term “investment adviser” or the investment advisory 
business covers a great many people. It covers people like Moody’s 
and Standard who publish statistical services. It covers the fellow 
who puts out a mimeographed tip sheet once a month. It covers 
people like members of the Investment Counsel Association who, 
I would say, without intimate knowledge of the affairs of every mem- 
ber, practically whose sole business consists of rendering, let us say, 
tailor-made investment advice for the individual client. All these 
people under the present act are investment advisers. 

Standard and Moody’s are investment advisers, even though the 

majority of their business consists of publishing. Under the pro- 
posed amendment, they would fall within the second clause of the 
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yroposition, which is the clause that says its principal business must 
a that of investment adviser. I don’t know if I have the words 
exactly right. 

Senator Busu. They would be excluded without it? 

Mr. Hetirr. No, because their principal business is that of invest- 
ment advisers; they are registered as investment advisers under the 
present act; and they would continue to be registered even if they 
were a hundred percent statistical. 

Senator Busu. Then the third part of your amendment; is that 
what excludes them ? 

Mr. Heturer. No, we believe that includes them, and we intended 
to include them, because a substantial part of their business does con- 
sist of rendering investment supervisory services. 

Senator Busn. I thought that the gentleman who testified first 
indicated they would not like it because this would exclude them. Am 
I mistaken ? 

Mr. Ayer. Under the present act. I am sorry if I gave that im- 
pression. 

Senator Busn. What? 

Mr. Ayer. Under the present act they are excluded because its 
principal business is not that of supervision; but under this new 
act we understand that they would be included under the definition. 

Senator Busu. You use the term “investment counsel” ? 

Mr. Arer. Yes, sir. 

Senator Busnu. Well, then, your principal purpose is to exclude, 
let us say, brokers or dealers who may conduct investment adviser 
service from using the term “investment counsel,” is that right? 

Mr. Ayer. That is one of the objectives, certainly; yes. 

Senator Busn. Are there others ? 

Mr. Ayer. I think the second one, as we tried to point out, is that 
the Standard people and the Moody people have felt that they are 
discriminated against in that they have a substantial business in our 
area but cannot use the title. If this draft were changed in the man- 
ner which we have suggested, we understand that they would be per- 
mitted then to use “investment counsel” in describing their work. 

Senator Busu. But the principal purpose of the restriction of the 
use of the term in the present act and in your amendment, too, is 
really to exclude others in the securities business—that is, brokers or 
dealers—from the use of the term “investment counsel” as a part of 
their business, is that right ? 

Mr. Ayer. Yes. 

Senator Busu. It would preclude them from having an “invest- 
ment counsel department,” is that right ¢ 

Mr. Ayer. I think that is correct, yes, sir. I am not sure that this 
is of interest, but I could, if you wish, delve into the past a little bit 
and talk about the or igin of this word. It would be helpful if there 
is time. 

Senator Wiiirams. I would like to know just a little bit about the 
background of why this is such a big problem. 

Mr. Ayer. I would be happy to do that, Senator. It is covered 
partly in the little supplementary memorandum that we prepared, 
not knowing whether it would be appropriate to use, but let me start 
perhaps on the second page. if you have a copy there. 
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Senator WittiaMs. Is it covered in this? 

Mr. Ayer. More or less, but if you would like me to, I will just 
yick out the sections that are more pertinent. 

This brief supplementary statement is intended to describe the 
investment advisory business, tell something about investment ad- 
visers and investment counsel and what they do and a little of their 
history. 

Long before the Investment Advisers Act of 1940 people were col- 
lecting and disseminating information on investments and giving 
investment advice. The many ways this was and is done defy enu- 
meration. They range all the way from the mimeographed tip sheet 
to the Boston trustee’s careful recommendation based on intimate 
knowledge of five generations of his clients’ personal affairs. 

Under the 1940 act, anyone who gives investment advice relating 
to securities, using “advice” in its broadest sense to include giving in- 
formation, is, with the exception set out Im section 202(a) (11), an 
investment adviser. This one term “investment adviser” includes 
people who publish bulletin services, statistical organizations like 
Standard & Poor’s Corp., and Moody’s Investors Service, and firms 
like mine whose business consists of supervising our clients’ invest- 
ments on the basis of each client’s individual needs. Not everyone 
who gives investment advice, however, is an investment adviser under 
the 1940 act. Thus, brokers and dealers who receive no “special” 
compensation fee for the advice they give their customers are not in- 
vestment advisers. In general, the definition of an investment ad- 
viser in the act draws the line between those whose business is giving 
advice—they are investment advis and those who give advice 
only as an incident to their principal business, whatever (other) 
business that may be. 

Investment advisers, as I have indicated, come in many shapes and 
sizes. They may be large corporations with hundreds of employees, 
or pi irtnerships of - al size, small corporations, small partnerships, 
or sole proprietors. ‘They may send their statistical reports all over 
the world, they may advise regarding the investment of millions of 
dollars in the hands of mutual funds, pension funds, or individuals. 
They may have hundreds of customers or only a few. At the end 
of May of this year about 1,661 investment advisers were registered 
with the SEC. 

Within this large and diverse group of investment advisers the 
group of those who are primarily engaged in giving their clients 
continuous investment advice based on the client’s individual needs 
deserve particular mention. These investment advisers are called 
“investment counsel.” Under the act, sections 208(¢) and 202(a) (13 
taken together, define an investment counsel as one who is “primar ily 
engaged in rendering investment supervisory services”; that is, “giv- 
ing continuous advice as to the investment of funds on the basis of the 
individual needs of each client.” 

In the folklore of our trade, Theodore T. Scudder, the founder 
of Scudder, Stevens & Clark, first applied the term to the profession. 

As early as 1922 Seudder, Stevens & Clark copyrighted “Investment 
Counsel.” I have a copy of this little booklet with me today. In 
1923 they published a second edition of which I also have a copy. 
Mr. Scudder spoke of investment counsel as a new development in 
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the world of finance. He called it a new field and he said “investing 
is our profession.” Like a doctor or lawyer or other professional, the 
investment counsel would sell only his advice rather than merchandise 
or other services. 

At the time the 1940 act was written, the procedures had been re- 
fined somewhat, but in the financial community the term “investment 
counsel” had retained the professional flavor it had acquired in the 
early twenties. It still does today. Investment counsel are proud 
of their profession and of their name. There are about 350 invest- 
ment counsel registered with the Securities and Exchange 
Commission. 

I explained earlier the Investment Counsel Association of America, 
Inc., is an association of 50 of the leading investment counsel firms, 
Founded in 1937, the association was formed to promote high stand- 
ards of integrity and public responsibility in the profession of invest- 
ment counsel. We hope that in taking some part in the formulation 
of S. 1182 and in participating here today we are continuing to serve 
these purposes. 

Mr. Ayer. That may be slightly helpful as background. We think 
we have something rather special, and, as 1 say, we would like to 
preserve that if we can possibly do so. 

Senator WinurAMs. The changes proposed in the amendment you 
suggest you feel would bring a greater degree of professional dignity 
and professional security, if you would, to this area of investment 
advice ¢ 

Mr. Ayer. That would be my hope; yes, Senator. 

Senator Wixui1aMs. It is unusual for people to almost welcome new 
obligations under regulation by governmental agency, but I take it 
you do here. 

Mr. Ayer. I think we welcome it with some reluctance. As I ex- 
plained earlier, we are running certain risks, obviously, in having—— 

Senator Wiiu1ams. That is in connection with the grant of rule- 
making power on the manipulation of the—— 

Mr. Ayer. But if you had served on what we call our standard 
practices committee, as I have done over the years, you would recog- 
nize that there have been many—I would say many—infringements 
or violations of the act as it now stands, or the spirit of the act as it 
now stands. I may say the SEC has been very cooperative in calling 
the errors to the attention of the people involved. 

Yet it seemed to us that if this new legislation were adopted that 
it would strengthen the terminology and perhaps the effectiveness of 
the present act. 

Senator Wit1aMs. Senator Bush, do you have any more questions? 

Senator Busu. No. 

Senator Wiiuras. Mr. Ayer, thank you very much. 

(The following was received for the record :) 


THE AMERICAN BANKERS ASSOCIATION, 
Washington, D.C., July 10, 1959. 


Hon. A. WILtIs ROBERTSON, 
Chairman, Senate Banking and Currency Committee, 
U.S. Senate, Washington, D.C. 

DEAR SENATOR ROBERTSON : It has been brought to the attention of the American 
Bankers Association that the Investment Counsel Association of America, at 
recent hearings of the Senate Banking and Currency Subcommittee on Securi- 
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ties, suggested an amendment to section 208(c) of the Investment Advisers Act 
of 1940 which, if adopted, would prevent a bank from representing that it is an 
investment counsel. 

The Investment Advisers Act of 1940 from its inception has exempted banks 
from registering as “investment advisers” and from the other requirements of the 
act. This exemption was made in recognition of the careful and detailed super- 
vision and examination by Federal and State banking agencies to which banks 
are subject, which made supervision and regulation by another Government 
agency unnecessary. 

The amendment proposed by the Investment Counsel Association is as follows: 

“Tt shall be unlawful for any person who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or its 
business to represent that he is an investment counsel or to use the name unless 
such person (1) is registered (as an investment adviser) under section 203 of 
this title; (2) his or its principal business consists of acting as investment 
adviser; and (3) a substantial part of his or its business consists of rendering 
investment supervisory services.” 

The prohibition presently contained in 208(c) applies only to a person who is 
registered under the act. The proposed amendment completely reverses this 
and would permit the prohibited acts only if the person is registered. 

Many banks advise customers on investment problems and have highly com- 
petent staffs of investment experts. Since they are specifically exempted from 
the registration requirements of section 203, we see no valid reason for pro- 
hibiting them from using the term “investment counsel’ ’in connection with 
their investment supervisory services. 

Therefore, the American Bankers Association would be opposed to any change 
in section 208(c), such as is proposed by the Investment Counsel Association, 
that would deny to banks the right to represent that they are “investment coun- 
sel.” 

If the committee needs additional information concerning the application of 
this suggested change to banks, we will be glad to furnish such information 
as is available to us. 

Sincerely yours, 
on OLNEY Brot r, di¢ neral Counsel. 


Senator Wiuurms. Our next witness this morning is Mr. Donald B. 


McCruden, president of Moody’s Investors Service. We will be glad 
to hear from you in your own way. 


STATEMENTS OF DONALD B. McCRUDEN, PRESIDENT, AND FRANCIS 
CURRIE, ATTORNEY, MOODY’S INVESTORS SERVICE 


Mr. McCrupen. Senator, I am going to read this statement. Do 
you have copies before you ¢ 

Senator WizuiaMs. We seem to have this. 

Mr. McCrupen. That is another, formal statement. 

Senator WituiaMs. Oh, this is for the record, and you have an oral 
statement ¢ 

Mr. McCrupen. Yes. 

Senator WixiiaMs. Yes, it is always helpful to follow it. 

Mr. McCrupen. My name is Donald B. MeCruden, and I am presi- 
dent of Moody’s Investors Service, with headquarters at 99 Church 
Street, New York City. We have been in business for 50 years, and 
are engaged in publishing financial manuals, handbooks, ‘and other 
public: ations which present either particular financial inform: ution or 
our opinions on the merits of securities. I feel sure that you gentle- 
men are familiar with some or all of our publications. 

In addition to our publishing activities, Moody’s also handles what 
it terms “Personal Management Service” and “Bank Supervisory 
Service” accounts, in which the investment requirements of particular 
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clients are supervised on an individual basis. We have reason to be- 
lieve that we are one of the first firms to engage in this type of in- 
vestment supervisory ser vie es. It constitutes an important segment 

of our total business, and in effect with the aid of our an: lytic: al staff 
makes a practical application to individual needs of the information 
which we assemble for our publishing activities. 

Because of this twofold nature of our business, both publishing 
and investment supervision, we feel that section 208(c) of the In- 
vestment Advisers Act, as it now stands, unfairly discriminates 
against us. We are, of course, registered as an investment adviser 
under the act, and I think I may fairly say that we have lived up to 
the letter and spirit of this law in all respects. But section 208(c) 
makes it unlawful for us to refer to ourselves as “investment sounall . 
unless we are “primarily” in the business of rendering investment 
supervisory services. 

It had been my intention when I sought leave to testify today to 
ask this committee for the complete repeal of section 208(c ) or, in 
the alternative, for the elimination of the word “primarily” which 
appears twice therein. My formal statement or proposal, of which 
you have copies, which has been submitted in advance in accordance 
with the Senate rules, develops this argument. I still hope you will 
all have an opportunity to read this proposal, since it points up the 
meager and inadequate legislative history of this provision and shows 
how the present language operates in an unfair and discriminatory 
fashion. 

Iiowever, since my appearance here was scheduled, the recom- 
mendation has been made by Mr. Ayer in his testimony on behalf of 
the Investment Counsel Association of America that the language of 
this provision be changed. As I understand Mr. Ayer ’s proposal, to 
be called an “investment counsel” one would no longer need be “pri- 
marily” engaged in the business of rendering investment supervisory 
services. Instead, our right to be described and to refer to ourselves 
as “investment counsel” would depend on our satisfying a threefold 
test—first, we would have to be registered under the act as an invest- 
ment adviser; second, our principal business must consist of acting as 
an investment adviser: and, third, a substantial part of our business 
must consist of rendering investment supervisory services. 

You may think that the last two of these tests say the same thing, 
but the distinction between them arises out of statutory definitions. 
“Investment adviser” has the broadest possible scope and includes 
anyone who engages in the business of advising others as to the value 
of securities, either directly or through publications or writings. 
“Investment supervisory service” means giving continuous advice as 
to the investment of funds on the basis of the individual needs of 

each client. 

Under the present law the root of the trouble lies in the indefinite 
character of the word “primarily.” It has no precise meaning even 
in a dictionary sense. It may _mean “principally” or it may mean 
only “substantially.” Mr. Ayer’s proposal uses both the words “prin- 
cipally” and “substantially” and my only criticism of his proposal— 
if it is a criticism—is that I am still not sure precisely what even 
these words mean. 





My 
BOS (Ce 
to des 
is 1m] 
or nol 
the m 


your 
stanti 
The 
are re 
Do 
consis 
on an 
the 
recor 
tion, | 
ment 
repo! 
clude 
circu 
can ¥ 
cipal 
Ay 
tial ] 
servl 
our | 
client 
lt 
ings 
posa 
make 
tory 
the t 
lativ 
If 
Stan 
prop 
be I 
delet 
pres 
bene 
tere 
N 
“Inv 
that 
mus 
did 
I 
sult: 
drat 
Sect 
the 





me we 


we 


Wwe 


oe 


we ¢? 


ovr Hr 


SEC LEGISLATION 177 


My purpose in seeking repeal or amendment of the present section. 
208(c) is to make sure that Moody’s Investors Service enjoys the right 
to describe itself and to be referred to as “investment counsel.” This 
is important to us for reasons which I will describe later. Whether 
or not Mr, Ayer’s proposal will accomplish that purpose depends on 
the meaning or interpretation which you gentlemen in your report or 
your remarks here attribute to those words “principally” and “sub- 
stantis ully,” in the light of the facts of our business. 

There is no question but that we meet the first proposed test—we 
are registered investment advisers. 

Do we meet the second test, which is, does our principal business 
consist of acting as an investment adviser? Over the last 10 years, 
on an average, slightly over 50 percent of our revenues der ived from 
the publication of financial manuals, dividend records, and bond 
records. These publications present statistical and financial informa- 
tion, and do not profess to express opinions. The law defines “invest- 
ment adviser” to include one who issues or promulgates analyses or 
reports concerning securities as matter of a regular business, but ex- 
cludes the publisher of a financial publication of general and regular 
circulation. In the light of these somewhat conflicting provisions, 
can we be sure that we would meet the second test and that our prin- 
cipal business is acting as an investment adviser ? 

And do we meet the third proposed test, which is, does a substan- 
tial part of our business consist of rendering investment supervisory 
services? Over the same 10-year period, approximately 30 pe reent of 
our revenues derived from this source. We should think this suffi- 
ciently substantial, but we must be sure you agree. 

It is quite possible that Moody’s Investors Service satisfies the mean- 
ings which Congress would have in mind if it enacts Mr. Ayer’s pro- 
posal. But if that be the case, I ask that this committee in its report 
make this clear, so that there will be an authoritative legislative his- 
tory on which the interpretation of this provision may rest. One of 
the troubles with the present. law is that there was no adequate legis- 
lative history to define the word “primarily.” 

If you should be of the opinion that Moody’s does not meet the 
standards of Mr. Ayer’s proposed tests, I must revert to my original 
proposal which is before you and ask that the present section 208 (c) 
be repealed in its entirety, or at least that the word “pr imar ily” be 
deleted therefrom. For, as my written statement makes clear, the 
present provision is unfair and discriminatory and operates for the 
benefit of a small association of only 50 members out of 1,560 regis- 
tered investment advisers. 

Now what difference does it make whether we can call ourselves 
“investment counsel” instead of “investment adviser”? You may feel 
that any distinction between these two terms is a mere quibble. I 
must confess that 19 years ago I would probably have agreed, for I 
did not testify against this provision in 1940, 

I would like to add here, Senator, that I was one of the first. con- 
sultants of the SEC in 1940 and was chairman of a committee which 
drafted the financial requirements for both the Securities Act and the 
Securities Exchange Act, and, of course, I followed the activities of 
the SEC very closely. And I would like to add this, that I daresay we 
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are the largest publishers of SEC registration statements in existence, 
particularly on industrial companies. 

However, experience has demonstr: ated that the restricted use of 
“investment counsel” permitted by section 208(c) can be, and often is, 
used unfairly to our prejudice m this way: 

Moody’s has an organization of over 300 employees, some engaged 
in compiling data for our publications, some engaged in analyzing this 
data and formulating our opinions on securities, and some advising 
Personal Management Service and Bank Supervisory Service ac- 
counis. Obviously, the availability of the cablahine division con- 
stitutes a large pool of highly specialized talent upon which our 
advisory employees may rely. We are very proud of the service 
which this combined force can provide. Yet, as the law now siands, 
the very fact that we have this publishing division prohibits our 

calling ourselves “investment counsel.” But a one-man organization 

with no more equipment than some of our publications c an—and prob- 
ably does—point out to our prospective chents that we are prohibited 
by law from being “investment counsel.” The prospective client 
does not stop to analyze the verbal quibble; he is persuaded that there 
is some legal barrier to our investment advisory activities, and we are 
powerless to prevent this sort of unfair competition. 

In still another way this provision operates to our great disad- 

vantage. The pattern of regulation of investment advisers is now 
being widely followed by the several States. The Federal statute 
services as a model, and this provision has been uncritically introduced 
into State laws without thought to its effect. So long as the Federal 
provision remains in effect, we are in no position to protest against 
State legislation, the repeal of which would still leave us subject to 
the Federal law. 

I therefore respectfully urge upon you gentlemen that, when report- 
ing S. 1182 out of this committee, your report and your comments 
on the testimony here make clear that any amendment of section 208 (c) 
of the Investment Advisers Act is intended to include such organ- 
izations as Moody’s Investors Service in the category of “investment 
counsel.” In the alternative, I ask that you provide for the repeal of 
section 208(c), or for the elimination of the word “primarily” appear- 
ing twice therein. 

Thank you. 

Senator Witirams. Thank you. I gather we are called upon to do 
some strenuous work right now pouring some content into these words 
and making some legislative history. 

Do you w ant to proceed, Senator Bush, to make some legislative 
history ? 

Senator Busu. Thank you, Mr. Chairman. 

I take it from your statement that the amendment offered by the 
Investment Counsel Association which preceded you would, in your 
judgment, accomplish the purpose that you wish to accomplish; in 
other words, enable you to use the term “investment counsel” ? 

Mr. McCrupen. I think only, Senator, if the word “principal” is 
clearly defined so as to mean ‘that. 

Senator Busn. How would you suggest that it be defined to accom- 
plish that purpose, then ? 
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Mr. McCrupen. My suggestion is to take out the word “primary,” 
without reference to the recommendation. 

Senator Busn. Out of his amendment? 

Mr. McCrupen. No, no, out of the act as it now stands. 

Senator Busn. Out of existing law ? 

Mr. McCrupen. Yes. That would accomplish what we seek. 

Senator Wittiams. That would allow you to be included, but it 
would also include a lot of others. 

Mr. McCrupen. We would then be investment counsel, yes, sir 

Senator Wiit1ams. Would it allow a lot of other people to be in- 
cluded that I imagine the association would not want included ? 

It would take care of your purposes but not the association’s pur- 
poses, in other words. 

Mr. McCrupen. You mean, Senator, that by virtue of the fact that 
they were not a registered investment adviser they could still call 

themselves investment counsel, which they do now ¢ 

Senator WituiaMs. Yes, if we just made that one change; take cut 
the word “primarily.” 

Mr. McCrvven. I think what we are trying to convey here is clarity 
on the word “principal” as it is suggested by Mr. Ayer, and “sub- 
stantial.” “Substantial” can mean anything. I recall in the financial 

regulation “substantial” meant 10 percent, and that related to whether 

or not the affairs of a subsidiary ef a registrant had to be revealed. 
If it was 10 percent, it was substantial. On the other hand, 10 per- 
cent, in the Public Utility Holding Act, was control. So you see, 
for us these words have to be very clearly understood and clearly 
defined. 

Senator Busu. Let me ask you this question: If you had your 
choice of two things, one, to strike the existing section 208(c), or to 
take the amendment with perfect assurance that it does an is 
presumably intends to do; namely, admit you / 

If you had alternatives, which would you choose ? 

Mr. McCrupen. I would choose the second, because I think of the 
overriding benefits that come to the trade, but I want to be sure that 
that is what it means. 

Senator Busu. 1 do not blame you. 

Mr. McCrupen. We have had it for 19 years, Senator, you know. 

Senator Bust. I do not know, Mr. Chairman; it seems to me that 
the language that is oifered in the amendment would accomplish the 
purpose intended by the framers of it and accomplish the purpose 
hoped for by this gentleman. But I suppose we had better not try 
to prejudge it here, but have our own counsel study it and advise 
us about it before we take any definitive action. 

Senator WittiaMs. It would seem to me that the word “principal” 
might be a stumbling block to your company. One year investment 
advising might be your principal business, and the next year you 
might fall under the 50 percent, or what might be determined to be 
the breakoff point for principal business. 

Mr. McCrupen. Yes. 

Senator Wiiuiams. Let me suggest, I think this language would 
present a real problem for you. 

Mr. McCrupven. The “principal” # 

Senator WituiaMs. Yes. 
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Mr. McCrupen. Yes, sir. 

Senator WiiuiAms. Let me try some language and, if you have a 
copy of this, see what you think of this suggestion. ‘There would be 
only two tests; No. 1 would stay the same, and No. 2 would read 
something like this: “a substantial part of his or its business consists 
of acting as investment adviser and rendering investment supervisory 
services.” In other words, “substantial” would apply to investment 
we ice and investment supervisory services. 

I see heads shaking in the back of the room. 

Mr. McCrupen. Are they testifying? 

Senator Wituiams. That is all right. I am just putting it out for 
a comment. 

Do you get that ? 

Senator Bus. Yes, I see. 

Mr. McCrupen. Could I hear that again ? 

Senator Busn. As I understand it, we take the proposed provision 
of section 203(¢c) (1), (2), and (3), and take (2) and (8) and make 
it into one. Make it into one provision instead of two provisions. 

Senator WinutaMs. Yes, that isthe suggestion. 

Mr. McCrupen. Combine (2) and (3), Senator ? 

Senator Wittiams. Yes. 

Senator Busu. That is what the chairman suggests. 

Mr. Curr. There is still a question of what “substantial” means. 

Mr. McCrupen. Yes; that is right, “substantial” is still worrisome. 

Mr. Currie. If there is an expression of opinion from your com- 
mittee that by “substantial” you mean to include anyone who has 15 
percent of his business, say, in that particular thing, that is clarified 
as far as we are concerned. But we don’t want to be put in the posi- 
tion where somebody reads “substantial” as 49 percent. 

Senator Busn. I will ask the chairman this question—do you not 
believe that if (2) and (3) were combined in accordance with your 
suggestion, that this would unquestionably admit Moody’s, since that 
is their whole business ? 

Mr. McCrupen. I would think so. 

Mr. Currre. I would think so, yes. 

Senator Busu. What the objections to it would be from the other 
side I do not know, but I do not see where there would be any. 

Senator Wiuiams. They might come back a moment after these 
gentlemen are through and see what their proposals are. 

Senator Busu. It isa very interesting suggestion. 

Senator Winitams. Thank you very mue h. 

Mr. McCrupen. Thank you, sir. 

(The formal statement of Moody's Investors Service follows :) 


PROPOSAL OF Moopy’s INVESTORS SERVICE FOR AMENDMENT OF THE INVESTMENT 
ADVISERS ACT OF 1940 


In connection with the consideration of S. 1182 by this committee, Moody’s 
Investors Service, an investment adviser registered under section 203 of the 
Investment Advisers Act of 1940, submits this proposal to amend section 208(c) 
of the said act (herein called “‘the act’), which now reads as follows 

“Sec. 208 * * *, 

“(e) It shall be unlawful for any person registered under section 203 of this 
title to represent that he is an investment counsel or to use the name investment 
counsel as descriptive of his business unless such person is primarily engaged 
in the business of rendering investment supervisory services or unless his regis- 
tration application as amended or as supplemented by the most recent report on 
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file with the Commission states that such person is engaged or is about to 
engage primarily in the business of rendering investment supervisory services.” 

It is proposed that the foregoing provision of the act be eliminated in its 
entirety, or, in the alternative, that the word “primarily,” which appears twice 
in the said provision, be deleted therefrom. 


LEGISLATIVE HISTORY OF SECTION 208(C) 


There was no counterpart of the present section 208(c) in the original version 
of the Investment Advisers Act as it was introduced in Congress with the 
sponsorship of the Securities and Exchange Commission (S. 3580; see also S.H. 
320). (ALL references to the legislative history of the act relate to the 76th 
Cong., 3d sess. The hearings on S. 3580 before a subcommittee of the Senate 
Committee on Banking and Currency are cited as 8.H., and the report of this 
committee (Rept. No. 1775) is cited as S.R. The hearings on a companion bill 
(H.R. 10065) before a subcommittee of the House Committee on Interstate and 
Foreign Commerce are cited as H.R.H., and the report of this committee (Rept. 
No. 2639) is cited as H.R.R. The number following each abbreviated citation 
is the page reference.) After the Senate committee hearings and after confer- 
ences between representatives of the Commission and the Investment Counsel 
Association of America to adjust the objections of the latter, various revisions 
of the bill were proposed (H.R.H. 92). Although not specifically mentioned, 
presumably the revisions so arrived at included the present section 208(c), since 
the substance of this appears in H.R. 10065 (H.R.H. 48). The same bill also 
included a definition of “investment counsel” (H.R.H. 45), although this defini- 
tion was eliminated from the law as enacted. 

The only direct testimony relating to the present provision of the act was 
given at the House subcommittee hearings by Mr. Schenker on behalf of the 
Securities and Exchange Commission : 

“The other amendment under section 208 was really a change in draftsman- 
ship. You cannot hold yourself out as an investment counselor unless you are 
engaged in the investment counselor business” (H.R.H. 138). 

This testimony takes up three lines out of 1,276 pages of hearings on this 
legislation, and, significantly, there is no reference in this testimony to the word 


“primarily.” Even more significantly, the provision was not deemed worthy of 
mention in either the Senate or House committee reports (S.R. 23; H.R.R. 30). 


~e 


THE EFFECT OF SECTION 208 (C) 


As now enacted, this provision makes it unlawful for any registered invest- 
ment adviser to refer to himself or his business as “investment counsel” unless 
such adviser is primarily engaged in rendering investment supervisory services, 
Le., giving continuous advice as to the investment of funds on the basis of the 
individual needs of each client (sec. 202(a) (13) ). 

There is no definition of “investment counsel” in the act, and, what is more 
important, there is no finding in section 201 that “investment counsel” con- 
stitutes a special class of investment advisers which should be singled out for 
particular consideration or protection. Nor is there any evidence in the ex- 
tended hearings on this legislation which would support any such finding. 

On the contrary, the legislative history shows that the Investment Counsel 
Association of America consistently opposed any form of Federal regulation 
whatsoever (S.H. 711-765). From their own testimony it appears that the 
members of this group constituted only a negligible fraction of those subject to 
the act; in 1940 they had 61 or 63 members in 18 or 19 firms (S.H. 7238; H.R.H. 
91), though they estimated that 540 firms would be subject to registration as 
investment advisers (S.H. 7386; H.R.H. 91). The situation is proportionately 
unchanged at the present time; there are approximately 50 member firms in the 
Investment Counsel Association, out of about 1,560 registered investment ad- 
visers. 

In its present form section 208(c) is obviously class legislation for the benefit 
cf a small minority in a large field and rests on no foundation showing the 
neeu for such special treatment. 


THE PROPOSED AMENDMENT OF SECTION 208 (C) 


In its broadest form, the proposal would eliminate section 208(c) in its 
entirety. It is submitted that no justification has been shown for continuing 
the separate classification of “investment counsel’ within the statutory classi- 
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fication of “investment advisers,” and that such an obviously discriminatory 
provision should be repealed. 

If, for reasons which do not appear from the legislative history, this commit- 
tee should be of the opinion that there is a valid basis for distinguishing those 
investment advisers who render “investment supervisory services,” certainly 
the distinction should be drawn as to those who actually engage in such busi- 
ness, rather than those who primarily engage in it. 

The word “primarily” even in a dictionary sense has an uncertain meaning, 
since it may mean “principally,” “essentially,” “fundamentally,” or even “sub- 
stantially.” Interpreting an analogous provision of the Federal Reserve Act, 
the Supreme Court held that “primarily engaged” in the underwriting business 
meant “substantially engaged,” and was applicable to a firm whose under- 
writing activities produced from 15 percent to 30 percent of its gross income, 
with a greater percentage coming from the brokerage business (Board of Gov- 
ernors v. Agnew, 329 U.S. 441 (1947)). However, the Securities and Exchange 
Commission construes section 208(c) of the Investment Advisers Act to mean 
that one is not “primarily engaged” in rendering continuous investment advice 
to clients unless it is his “principal business and all or substantially all of its 
investment adviser business consists of giving’ such advice. See instruction for 
item 10(c) of form ADY. If this interpretation is adhered to by the Commis- 
sion, legislation is necessary to correct the inequitable results of section 208(¢). 

The injustice—and at the same time the absurdity—of the present provision 
becomes apparent from just one example. Moody’s Investors Service has an 
international reputation for its financial and statistical publications. Since it 
was founded in 1909, its manuals and other publications have been accepted as 
standards by Government agencies and courts. It is unlikely that anyone could 
attempt to render “investment supervisory services” adequately without making 
use of some or all of Moody’s publications, or their equivalnt. (Members of the 
Investment Counsel Association of America subscribe to an aggregate of 245 
copies of Moody’s various statistical manuals and 73 other Moody's publications, 
26 of which are devoted to Moody’s opinions rather than statistical information. 

In addition to its publishing activities, Moody’s also renders “investment 
supervisory services” to its own clients through “personal management service” 
and “bank supervisory service” accounts. There is reason to believe that Moody’s 
is one of the first firms in this type of activity, both in number of accounts and 
in volume of funds supervised. Yet Moody's may not call itself an investment 
counsel since this supervisory activity constitutes only 30 percent of its gross busi- 
ness. But John Doe, with a few investment supervisory clients and no more 
equipment than a subscription to Moody’s publications, may properly style himself 
as an “investment counsel.” And John Doe can, and probably will, point out to 
a prospective client that Moody’s is not an “investment counsel,” and is barred 
by law from being an “investment counsel”; nothing in the act prohibits such a 
representation. 

It is submitted that the present distinction in section 208(c) is unfair and 
ridiculous, and that the word “primarily” should be deleted therefrom. The test 
of an “investment counsel” would then be whether one were “engaged in the busi- 
ness of rendering investment supervisory services,” without a meaningless quan- 
titative test as to the extent to which one is so engaged. 

An analogy from the practice of law may be helpful. A lawyer who spends half 
his time reporting and publishing the decisions of the supreme court of his State 
is nonetheless a lawyer when he spends the other half of his time in private prac- 
tice. To deny him the style of “lawyer” or “counsel” because he is not primarily 
engaged in practice is unthinkable. So, too, an organization like Moody’s which 
renders investment supervisory services on a vast scale should be nonetheless 
styled an “investment counsel” even though also engaged in related publishing 
activities. 

CONCLUSION 


It is respectfully submitted that S. 1182, when reported out of this committee, 
should provide for the repeal of section 208(c) of the Investment Advisers Act 
of 1940, or, in the alternative, that the word “primarily” appearing twice in said 
paragraph should be eliminated. 


Senator WiiuiaMs. Our final witnesses this morning are Mr. F. A. 
Stahl, president, and Mr. George C. Baron, counsel, of Standard & 
Poor’s Corp. We will be very happy to receive your testimony, gen- 
tlemen, if you will proceed in your own way. 
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STATEMENTS OF F. A. STAHL, PRESIDENT, AND GEORGE C. BARON, 
COUNSEL, STANDARD & POOR’S CORP. 


Mr. Sraut. My name is Frederick A. Stahl. I am president of 
Standard & Poor’s Corp., 345 Hudson Street, New York, an invest- 
ment adviser peuiohised 3 as such with the Securities and E xchange 
Commission as well as in a number of States. We employ over 500 
employees. We collect information with regard to business affairs 
and securities, and disseminate that information, together with our 
advice on securities, to the public. We do not act as brokers, dealers, 
or underwriters, nor do we take custody of clients’ funds or securities. 

Our services extend from the purely factual, such as “Corporation 
records,” to and including a personal supervisory service, which we 
eall “Planned investments.” Our printed services also include ad- 
visory bulletins, such as “The Outlook” and “Poor’s Investment Ad- 
visory Survey,” the “Bond Outlook,” ete. 

We support the amendments to the Investment Advisers Act of 
1940 embodied in S. 1182. 

We feel that these amendments have become desirable in view of 
the widespread participation by the public in the securities market. 

While we feel that any fringe element in our industry is in a very 
small minority, under present circumstances we recognize that a 
strengthened Investors Advisers Act will be a protection to the public. 

At the same time, and in clarification of the Investment Advisers 
Act and to assist in its administration, we urge your committee to 
consider and recommend two further amendments. 

These two amendments are as follows: 

1. Present law: Section 202(a)(12) of the Investment Advisers 
Act provides that the word “control” shall have the same meaning as 
in the Investment Company Act of 1940. Section 2(a)(9) of the 
latter act. provides, in substance, that an owner of “more than 25 per 
centum of the voting securities of a company shall be presumed to 
control such company.” Section 205(2) of the Investment Advisers 
Act further provides that every investment advisory contract shall 
incorporate a provision that it is not assignable, and section 202(a) (1) 
defines an “assignment” as including a transfer of a “controlling 
block” of a corporate advisers’ outstanding voting securities. 

Problem: If the definition of “control” in the Investment C ompany 
Act is applied to the Advisers Act, then any transfer of a minority 
voting stock interest in a corporate investment adviser, so long as it 
involved more than 25 percent of the latter’s voting securities, would 
be presumed to constitute an “assignment” ’ within the definition of 
section 202(a)(1) of the Advisers ‘Act. And by specifically exclud- 
ing a minority interest in a partnership, it might well be thought 
that a minority interest in a corporate investment “advi iser came within 
the statute. From this it would seem to follow that even the death of 
a minority stockholder, so long as such deceased stockholder had 
owned more than 25 percent of the voting stock, would be presumed 
to constitute an assignment of each and every investment advisory 
contract to which such corporate adviser was a party. This seems 
to be a strained result and not within the basic intent of the Advisers 
Act. The definition of “control” in the Company Act is understand- 
able. Investment companies subject to that act are invariably widely 








184 SEC LEGISLATION 


held. (See, for example, Investment Company Act section 3(c) (1) 
exempting an issuer whose securities are beneficially owned by not 
more than 100 persons. ) Thus, a 25 percent voting stock interest 
usually represents voting control of an investment company subject 
to that act. On the other hand, it is well known that stock and in- 
terests in investment advisers are not widely but very closely held. 
Thus, the death of a minority stockholder owning more than 25 per- 
cent of the voting securities of an investment adviser, would unneces- 
sarily upset the business of an incorporated investment adviser, 
without in any way benefiting the public interest. 

Proposed remedy: We therefore urge that the definition of “con- 
trol,’ as incorporated by reference from the Investment Company 
Act of 1940, should be eliminated and section 202(c)(12) of the 
Investment Advisers Act of 1940 be amended to read as follows: 


(12) “Investment company,” “affiliated person,”— 
the word “control” is eliminated at this point— 


and “insurance company” have the same meanings as in the Investment Company 
Act of 1940. 

A further desirable result of the above amendment would bring 
the provisions governing partnerships and corporate investment ad- 
visers into conformity and the two types of organizations treated 
alike. There seems to be no valid reason for applying two such dras- 
tically diverse rules as might result from the prese nt provisions. 

Present law: The present. st: tute does not give the Securities 
= Exchange Commission, which is charged with the enforcement 
of the Investment Advisers Act, the authority to exempt any trans- 
action where the same might be necessary and appropriate in the 
public interest and consistent with the act. Such a provision has 
been embodied in the Investment Company Act of 1940 and over 
the years has been applied without any harm or detriment to the 
public. 

Proposed remedy: We propose the addition of a provision reading 
as follows: 

Sec. 211(c). The Commission, by rules and regulations upon its own motion, 
or by order upon application, may conditionally or unconditionally exempt any 
person, analysis, report or transaction, or any Class or classes of persons, analyses, 
report or transactions from any provision or provisions of this title or of any 
rule or regulation thereunder, if and to the extent that such exemption is neces- 
sary or appropriate in the public interest and consistent with the protection 
of investors and the purposes fairly intended by the policy and provisions of 
this title. 

We suggest the addition of this subdivision as section 211(c) with 
the remaining provisions of section 211 being relettered appropriately. 

Upon adoption of the bill now before us, the Securities and Exchange 
Commission would have much greater and wider powers. We re- 
spectfully urge that in the exercise of such greater powers, there should 
be a correlative authority to exempt persons and transactions which 
may not be within the basic intent of the act, and the exemption of 
which will not contravene the purpose of the act and the protection 
of the investing public. We urge that the adoption of the above pro- 
vision would simplify administration with regard to particular trans- 
actions. 
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In closing, I would like to thank the committee for this opportunity 
to be heard and its consideration of my proposals. 

Senator WituiaMs. Thank you very much. 

Mr. Stan. Now I have an additional statement to make which was 
not prepared in time to have a distribution of its content. This re- 
lates to the matter on which there has been testimony by my two pred- 
ecessors. 

Senator Witu1aMs. All right, proceed. 

Mr. Srauv. Since preparing and forwarding my statement dated 
June 17, 1959, I have been informed that during testimony by repre- 
sentatives of the Securities and Exchange Commission before this 
committee, questions were asked with regard to who and what are in- 
vestment advisers. As I explained, our function is to gather informa- 
tion and disseminate the same to our subscribers, together with our 
advice. Roughly, our functions fall into three categories; namely, 
(1) factual publications such as our Corporation Records, (2) ad- 
visory publications such as the Outlook and Poor’s Investment Ad- 

visory Survey, and (3) the personal supervisory service which we call 
our planned investments department. The latter is a personal service 
furnished to individuals, estates, and trusts and similar funds. We 
obtain our information from registration statements, government and 
private agencies, reports published by the companies themselves, trade 
journ: als, ‘and so forth. In addition we maintain a “field staff” whose 
function it is to visit corporations between published reports and obtain 
more and detailed information directly. And our analysts and execu- 
tives also call upon corporations for information as to their business 
and affairs. 

Our planned investments department was established in 1929 and, 
in connection with that service, up to 1940 we referred to ourselves 
as “investment counsel.” However, with the adoption of the Invest- 
ment Advisers Act in 1940, because we were not primarily in the 
business of giving personal supervisory services, we found ourselves 
unable to call ourselves investment counsel, although we immediately 
registered as “investment advisers.” At the present time about 20 
percent of our business is derived from our planned investments de- 
partment which furnishes this personal supervisory service. 

I have also been informed of a proposed amendment to sections 
208(c) and 203(c) (2) of the Investment Advisers Act of 1940, which 
would eliminate the requirement that only investment advisers who 
were primarily engaged in the business of furnishing ravens al super- 

visory services could call themselves investment counsel , and which 
would permit investment advisers, a substantial part of whose busi- 
ness consists of such personal supervisory services, to call themselves 
investment counsel. 

The present statute has permitted a single individual to call him- 
self an investment counsel, whereas our company, with over 500 em- 
ployees and, we think, a much broader experience and business, could 
not do so. 

We think the proposed amendment would cure that situation. It 
will eliminate a source of friction within the industry itself. It will 
permit firms such as ourselves, with approxim: ately 20 percent of our 
business derived from such personal supervisory services, also to call 
ourselves investment counsel. 
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If, however, the committee feels that the amendment as drawn will 
not qualify Standard & Poor’s as investment counsel, then we would 
support the Moody’s amendments. 

I might add, also, that the proposal as suggested by Senator Wil- 
liams would be entirely suitable to us. We feel that we would qualify 
in either the amendment as proposed by the association or as pro- 
posed by the Senator. Either one would satisfy us, and we feel that 
we would qualify without question. 

Senator Witir1ams. Thank you very much, Mr. Stahl. 

Senator Bush ? 

Senator Busu. Mr. Stahl, go back to your first proposition, please, 
I tried to follow that, but I, frankly, did not get the gist of what 
it is all about. Use an illustration. Just what is it you are trying 
to cure or stop or acquire ¢ 

Mr. Staut. We have something specific in mind there. Our chair- 
man owns approximately 37 percent of our stock. He is now 64 years 
old and in excellent health, but the way our counsel interprets the 
present act, on his death that would constitute change in control of 
the company, so that all our contracts would then be automatically 
subject to renewal on our part. Is that not true? 

Mr. Baron. Senator, go back just a moment. The statute provides 
that a transfer of more than 25 percent of the voting securities of 
an investment adviser shall be presumed to constitute an assignment 
of each and every investment advisory contract to which that adviser 
is a party. Which means that if a minority stockholder, but one 
owning more than 25 percent of the voting securities, if that adviser 
were to die or to sell his stock, the presumption would be that that 
investment adviser would have to go out and get confirmations of all 
existing agreements. 

Senator Busu. Have they been doing that in recent years ? 

Mr. Baron. Praise be, we have never yet been faced with that situ- 
ation. If we were to be faced with that situation, I know what we 
would do. We would come down to the SEC and we would say, “The 
statute says it is a presumption. In our situation the man involved 
did not actually exercise control.” But we would have to go through 
hearings, I presume, and it would be a tedious affair. It would waste 
manpower; it would not be a benefit to the public, and the only net 
effect would be the disruption of the business of that particular in- 
vestment adviser. 

You see, Senator, an investment advisory contract is a personal 
thing. You cannot assign it without the consent of the particular 
subscriber involved, so that if you have a transfer of control as de- 
fined in the statute, you have to go out and get the consent of that 
subscriber in order to permit the same organization to continue to 
service that subscriber. 

Senator Busu. How would your proposal affect partnerships in the 
investment counsel business ? 

Mr. Baron. It would not affect partnerships at all. 

Senator Busu. Supposing a substantial partner who had, let us 
say, a 50 percent interest in a given firm should die, what would they 
have to do under the act ? 

Mr. Baron. That is not in our amendment, but to answer your 
question as to that, we would presume that if a majority partner as- 
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signed his interest or died, then that partnership would have to go 
through this routine which I described before. 

Senator Busu. Under existing law ? 

Mr. Baron. Yes, sir; that is my opinion. 

Senator Busy. So the whole purpose of this proposal is to assure 
continuity ? 

Mr. Baron. Yes, sir. 

Senator Bus. And avoid the cumbersome procedure of having to 
go to each individual client and get a new contract, is that correct ? 

Mr. Baron. Yes, sir; that is correct. 

Senator Busu. That i is the whole purpose of it ? 

Mr. Baron. That is the purpose of this particular amendment in 
regard to control. 

Senator Busu. Mr. Chairman, I was going to ask him to give us the 
same sort of example of part 2, but may ybe you would like to question 
him on this one before we go on. 

Senator Witt1ams. Why don’t we? I would like to get through. 

Senator Busn. Can we move on to your other suggestion, Mr. Stahl. 
Illustrate that one in a homely fashion if we can, please, either you or 
your counsel. 

Mr. Sranu. Mr. Baron is better qualified than I am to discuss that. 

Mr. Baron. Senator, with regard to part 2, it is impossible, of 
course, to foresee all of the circumstances that would bring that into 
play. Let me give one possibly small example, but I think it will be 
a good example. Suppose, for example, a corporate investment ad- 
viser desires to dissolve and to have the stockholders of that corporate 
investment adviser continue the identical business, the identical serv- 
ices, the identical policy. Under the present statute and even under 
our proposed amendment with regard to control, that transaction 
would constitute an assignment of each investment "advisor y contract 
to which that adviser isa “party. 

Actually, what has happened is there has been merely a change in 
form from a corporate investment adviser into, let us say, a partner- 
ship or an individual proprietorship. We believe that that kind of a 
situation should not call into play the nonassignability prohibitions 
of the Investment Advisers Act, with which, by the way, we agree in 
principle. But we believe that that kind of a transaction, simply a 
change in control, should be exempt by the SEC from the require- 
ment of going out and getting new confirmations and contracts from 
the subscribers. 

Senator Busu. You are asking that the Commission be given au- 
thority to make such exceptions, then ? 

Mr. Baron. Yes, sir. 

Senator Busu. You are not automatically exempting them, but giv- 
ing the Commission that leeway, is that right ? 

Mr. Baron. Yes; and we believe that the exemption right should 
be exercised on the facts and circumstances of the particular case. 
The one overriding criterion should be that the exemption should not 
be in violation of the basic principles of the Investment Advisers Act. 
They should be in conformity with the basic principles of the act and 
also in the public interest. 

Senator Busu. I have no further questions. 

42560—59—13 
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Senator Witur1ams. I have just one comment. I am not as clear as 
I would like to be on your proposals and your criticisms of the act or 
the amendments suggested. What you are doing in your point 2 is 
suggesting extremely broad exemptive powers. You are suggesting it 
because of one particular situation that you feel could be an extreme 
burden to your kind of operation, is that not right ? 

Mr. Baron. I gave that transaction as an example. I did not intend 
at all that that would be the only situation to which this exemption 
right would apply. May I say quite frankly I don’t think I can fore- 
see here today all of the transactions to which this might apply. This 
type of provision has been in existence in the Investment Company 
Act since 1940. It has been used again and again, never against the 
public interest. I believe that, for example, one instance it has been 
used in the investment company situation has been this: The invest- 
ment company statute provides that you can not have varying dis- 
count rates on sales of mutual fund securities, but if you have a very 
large sale, then over the years the Securities and Exchange Commis- 
sion has permitted a different rate to apply. I think that that has now 
been embodied by rule, but as I remember it, I think over the first 
years of the Investment Company Act that was one type of transac- 
tion to which the exemption right did apply. 

I cannot foresee all of the transactions to which this could be ap- 
plied. I do believe that if the right were granted to be in accord with 
the basic principles of the Investment Advisers Act and not against 
the public interest, then there would be sufficient protection so that the 
exemption right would never be used as a breach of trust. 

Senator Busn. I suppose, Mr. Chairman, may I interject a ques- 
tion? The provisions of existing law are designed basically to 
protect the client against a fraudulent transfer of the relationship 
from one investment adviser to another. Or to put it another way, so 
that in the event that the controlling interest or the dominant party ina 
firm gets out, retires, dies, or whatever, that the clients must be noti- 
tied so that at least they will be alerted to the fact there is a change in 
management. Is that the basic purpose of the existing law? 

Mr. Baron. Yes, sir; that is the basic purpose, and in all fairness 
let me say that you can even eliminate the word “fraudulent” from 
the Senator’s statement. There need not be any fraudulent intent 
in a transfer, but a business transfer without any fraudulent intent 
falls within the requirement that you have just described. 

Senator Busu. Yes. Well, let us cut out the word “fraudulent” 
entirely. But I think it is the purpose of the law you have to affirm 
who is an expert, senior member, or partner or president who has a 
reputation of giving good advice. He is going to get out or he dies. 
The theory is that our client must be notified that this genius is no 
longer there but that the business is going to continue anyway, “Hope 
will stay with us,” and so forth. 

Mr. Baron. Yes, sir. 

Senator Busx. That is not such a bad idea in this kind of a profes- 
sion or business, it seems to me, where personal advice, personal ability 
of the adviser, is rather important. 

Mr. Baron. We agree fully with the Senator. As a matter of fact, 
we go further and say that even without the statutory requirement as 
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to nonassignability, an advisory contract is a personal thing—and 
there may be a difference of opinion as to what constitutes an advisory 
contract. We believe that an advisory contract is such a personal 
thing and calls for the rendering of such personal services that it 
should not be assigned without the client’s consent. If the Senator 
is talking about a situation where there is a transfer of a majority in- 
terest, we agree. Our amendment No. 1 of Mr. Stahl’s statement was 
aimed not at a transfer of a majority of interest, but at a transfer of 
a minority interest. 

Senator Busu. Do your contracts run over from year to year on 
your personal advisory service contracts / 

Mr. Baron. I think that is substantially correct. 

Mr. Sraut. That is right. 

Senator Busn. Is that generally true in the industry, as far as you 
know ¢ 

Mr. Baron. I believe so. 

Senator Wiuiams. No further questions. Again we very much 
appreciate your being here, gentlemen, giving us your thoughts and 
opinions. 


Senator Wittiams. We have received a statement made by Mr. John 
Connell of Loomis, Sayles & Co., of Los Angeles on the Investment 
Advisers Act, before the House Interstate and Foreign Commerce 
Committee's Subcommittee on Commerce and Finance. It will go in 
the record. 

(The statement referred to follows:) 


STATEMENT OF JOHN CONNELL, VICE PRESIDENT, LOOMIS, SAYLES & Co., INC., 
BEFORE THE U.S. HOUSE OF REPRESENTATIVES INTERSTATE AND FOREIGN CoM- 
MERCE COMMITTEE, SUBCOMMITTEE ON COMMERCE AND FINANCE 


Mr. Chairman and members of the committee, my name is John Connell. 
My residence is in Los Angeles, Calif. I am vice president of the investment 
counsel firm of Loomis, Sayles & Co., Inc., and have been authorized by its execu- 
tive committee to represent this firm before your committee. 

I wish to address my remarks to an amendment of the Investment Advisers 
Act of 1940 proposed by Mr. Hazen H. Ayer, president of the Investment Counsel 
Association of America, Inc., before the U.S. Senate Committee on Banking and 
Currency June 23, 1959, regarding S. 1182 which we understand to be a substan- 
tially similar bill to H.R. 2482. It is our further understanding that the In- 
vestment Counsel Association of America, Inc., through its representative, will 
propose the same amendment to your committee with reference to H.R. 2482 
specifically as follows: 

“Sec. 208. (c) It shall be unlawful for auy person who makes use of the mails 
or of any means or instrumentality of interstate commerce in connection with 
his or its business to represent that he is an investment counsel or to use the 
name investment counsel as descriptive of his or its business unless such person 
(1) is registered under section 208 of this title; (2) his or its principal business 
consists of acting as investment adviser; and (3) a substantial part of his or 
its business consists of rendering investment supervisory services.” 

My firm, Loomis, Sayles & Co., Inc., is a member of the Investment Counsel 
Association of America, Inc., and believes that the association’s proposed amend- 
ment is sound and in the public interest excepting 208(c) (3). Consequently, we 
propose the following amendment to the above amendment: 

“Sec. 208. (c)(3) Substitute the word ‘principal’ in place of the word “sub- 
stantial’.” 

We believe that 208(c) (3) of the Investment Counsel Association of American’s 
amendment is unsound and undesirable legislation because— 
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1. Subsection (3) means that almost any investment adviser who rendered 
some supervisory service could be classified as “investment counsel” even though 
this represented a relatively small proportion of his total business and even 
though in all other characteristics that adviser was not an “investment counsel” 
firm as understood today. 

2. Subsection (3) legislates a new definition of “investment counsel” which is 
contrary to the present-day accepted definition and understanding of what an 
“investment counsel” firm actually is. (See app. A.) 

3. In subsection (3) the use of the word “substantial” rather than “principal” 
aims to help two individual firms—very fine and high-grade firms—to use the 
name “investment counsel” as descriptive of their business when the actual facts 
are that their overall business is principally the publishing of factual and sta- 
tistical information and opinions on the merits of securities. Their business is 
not “investment counsel” in the generally accepted definition of that term. 

These companies which principally publish investment statistical and advisory 
information and opinions are not regarded in financial circles as “investment 
counsel” firms. 

The questionnaire in appendix A confirms this. We recognize the sincerity of 
these very respectable companies, but the facts are that they are not “investment 
counsel” firms and that it would be improper and unwise to legislate them into 
that category. 

(a) Even though the quality of these two firms is very high, the use of the 
word “substantial” in subsection (3) would open the door for “fringe” invest- 
ment advisers to classify themselves as “investment counsel” even though their 
business was not principally the rendering of investment supervisory services. 
This would undoubtedly lower standards which have been built up in the public 
interest over the period of the last 20 years. 

The substitution of “principal” for “substantial” in 208(c) (3) would— 

(1) Overcome the objections expressed above ; 

(2) Be in agreement with the generally accepted definition of “invest- 
ment counsel” (see app. A) ; 

(3) Be in the public interest— 

(a) By providing the SEC with more definitive standards for the 
qualification of investment advisers seeking to use the term “investment 
counsel” ; 

(b) As a major step forward in the direction of raising further the 
standards of investment practice in this field ; 

(c) By providing very sound definitive standards in this area for 
future guidance of State legislation. 


CONCLUSION 


Section 208(c) is a very valuable and necessary section of the Investment Ad- 
visers Act of 1940, particularly under today’s conditions where unwarranted 
speculation could cause serious damage to the economy. The amendment to 
208(c) proposed by the Investment Counsel Association of America, Inc., with 
our added amendment would provide a very strong, workable section 208(c) 
of H.R. 2482—a section which is highly desirable in the public interest for the 
overall regulation of this segment of the investment business. 


APPENDIX A 


The attached letter and questionnaire were sent on June 29 and 30, 1959, to 64 
individuals, with the objective of determining, in investment and financial cir- 
cles, what is the understanding today—what is the definition—of an “investment 
counsel” firm? This questionnaire was sent to the following types of financially 
well-informed people : 


Investment bankers____-------_-_ BA, RECIPES SUGOR OR st tidied 3 
Investment company officers_____- I ee ee 3 
Insurance company officers______-_ PN NE Osc occ tetra otic i 
ia iE PE NI os i sei eccees ea ee 2 
ca ence bad 16 — 
Teachers of finance____-.__-__--- 6 ONIN iccccnsisin ca ectcesinhectsbeatstcantcaeil o+ 
I a poco 3 
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The 51 replies to this questionnaire confirm that in financial circles there is 
a clear understanding of “investment counsel” and that the characteristics of 
an “investment counsel” firm are: : 

1. It confines its business principally to supervision of clients’ investment 
portfolios on a personal, confidential basis (questions IIId and IVa). 

2. It charges a fee quarterly or annually, based on a percentage of the prin- 
cipal of the funds under supervision (question IIIg, 1). 

This questionnaire also confirms the fact that the financial publishing com- 
panies definitely are not regarded as “investment counsel” firms (questions IIIe 
and V). 

Loomis, SAYLes & Co., INC., 
Boston, June 80, 1959. 

DEAR ———: We are in the process of conducting a survey of people close 
to the financial field or in the teaching of finance to learn how well known the 
“investment counsel” business is, and to find out whether over the years the 
term “investment counsel” has become clearly defined in financial circles. 

It would assist me greatly in making this survey if you could give me some 
quick answers to the attached questionnaire. 

With best regards. 

Sincerely yours, 


MAURICE T. FREEMAN, 
Executive Vice President. 


CONFIDENTIAL 


I. Does the term “investment counsel” as applied to a firm in the investment 
business have a clear distinct meaning to you? Yes, 46; no, 5. 

II. Does the business done by an “investment counsel” firm have definite 
characteristics of its own that distinguish it from other phases of the investment 
business? Yes, 50; no, 1. 

III. Which of the following activities are typical characteristics of an invest- 
ment counsel firm? 

Not 
Typical typical 
(a) Executes purchase and sale orders for its clients on a commis- 


sion basis, i.e., carries on a brokerage business____-------~- 1 50 
(ob) Carries on a security underwriting business__.._._.__--------- 0 51 
(c) Carries on several activities, such as brokerage, underwriting, 

SAMA: Ce NOONE, OE OCI a ore ee 1 50 
(d) Confines its business principally to supervision of clients’ 

investment portfolio on a personal, confidential basis___._... 51 0 
(e) Publishes a weekly investment service on business conditions 

and the stock market that is available to the public______-~- 1 49 
(f) Publishes a weekly service on Washington or international 

aoe ao sresis eaes aasapeercnainceeenenaneih etnianaidaiay uae aiaiaie 0 51 


(g) Charges a fee— 
(1) quarterly or annually based on a percentage of the prin- 


cipal of the funds under supervision__.___-~_..-_-_---.- 50 1 

2) based on a percentage of profits realized on transactions. 1 49 

(3) based on commissions for transactions carried out___--~-~ 2 48 
(4) based on a flat annual charge for a published service__-__- 3 46 


IV. As you understand the definition of investment counsel, do you think that 
an investment counsel firm— 

(a) Confines its business principally to working directly with clients on the 
supervision of their portfolios? Yes, 51; no, 0. 

(b) Operates a business which is only partially, say, 25-35 percent that of 
working directly with clients on the supervision of their portfolios with the 
balance of the business in other phases of the investment field, such as broker- 
age publishing or banking? Yes, 0; no, 47. 

V. Do you recognize any of the firms below as being definitely “investment 
counsel” firms—or as not being investment counsel firms in the generally 
accepted definition of the term? 
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counsel 


I aiuto uaavlbeipievie iv eile cntediorcanalinicactns 0 
I eal ea genni gibanbiannienrreie 0 
a een rcenetlenteteupasenabeiiintraanens 3 
I A sin eniiniieeinecmmeninserenann Oe 
I sc cnceSetninvenenieemnenieneeill 48 
i ce ein gus aioe 0 
a ciilannilbnis eoteege nsewsiuesenes hres irene 50 
I car as sis lip ce vi anise edenieancn ae 1 
a  ivemulinenineeniaynslaotsiavanenes 3 
The Kiplinger Washington Editors, Inc___.----------------- 1 
I ke cteomannaweueen 4 
Merrill Lynch, Pierce, Fenner & Smith_...........-----~----~-- 0 


Senator Wittiams. We have no further witnesses scheduled this 
morning. The subcommittee will recess until 10 tomorrow morning 


in this same room. 


(Whereupon, at 11:22 a.m., the subcommittee recessed, to recon- 


vene at 10 a.m., Wednesday, June 24, 1959.) 
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WEDNESDAY, JUNE 24, 1959 


U.S. SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator Harrison A. Williams, Jr. 
(chairman of the subcommittee) , presiding. 

Present: Senators Williams and Bush. 

Senator Wiixz1ams. The subcommittee will come to order. Hear- 
ings will continue with the testimony this morning of Mr. Vernon 


V. Baker, Director of the Bureau of Finance of the Interstate Com- 
merce Commission. 


STATEMENTS OF VERNON V. BAKER, DIRECTOR, BUREAU OF 


FINANCE, AND ROBERT W. GINNANE, GENERAL COUNSEL, INTER- 
STATE COMMERCE COMMISSION 


Mr. Baxer. Mr. Chairman, members of the committee, I have sit- 
ting with me Mr. Robert Ginnane, General Counsel of the Interstate 
Commerce Commission. 

Senator WiniraMs. All right, sir. 

Will you proceed ? 

Mr. Baker. My name is Vernon V. Baker, and I am Director of 
the Bureau of Finance of the Interstate Commerce Commission. I 
have been authorized by the Commission to appear before you and ex- 
plain the Commission’s views in respect of the bill which is the sub- 
ject of this hearing, S. 1181. 

It appears that the only portion of the bill which relates to the 
duties of the Interstate Commerce Commission is section 7, which 
would amend section 3(c) (9) of the Investment Company Act. That 
subsection presently exempts from the provisions of the Act— 

Any company subject to regulation under the Interstate Commerce Act, or 
any company whose entire outstanding capital stock is owned or controlled by 
such a company: Provided, That the assets of the controlled company consist 
substantially of securities issued by companies which are subject to regulation 
under the Interstate Commerce Act. 

_ The legislation history indicates that this exemption provided for 
in section 3(c) (9) was intended to avoid conflict and confusion which 
might be expected to arise if carriers and their subsidiaries were sub- 
jected to the jurisdiction of two regulatory bodies in respect of such 
matters as the issuance of securities, interlocking officers and directors, 
the manner of keeping accounts and records, and the filing of reports. 
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The amendment proposed by section 7 of the bill would authorize 
the Securities and Exchange Commission to nullify the present ex- 
emption in any case in which it finds and by order declares a particu- 
lar company to be primarily engaged in the investment company busi- 
ness. The SEC would be authorized to nullify the exemption not 
only in respect of noncarrier corporations, which in some instances 
are subject to limited regulation by the Interstate Commerce Com- 
mission, but the exemption also ¢ ould be nullified in respect of ¢: Lrriers 
which are subject to more extensive regulation by the ICC. 

It also should be pointed out that, if the exemption is removed 
in respect of a noncarrier holding company which controls one or 
more carriers, the Investment Company Act would become applicable 
not only to the noncarrier holding company but many of its provisions 
also would become applicable to the controlled carriers by reason of 
the definition of “afliliated person” contained in section 2 2 of the act, 
and the Securities and Exchange Commission would be given juris- 
diction over certain dealings between the affiliated carriers or between 
such carriers and the parent holding company. 

Under the Interstate Commerce Act, the Interstate Commerce Com- 


mission is given jurisdiction, with some rather limited exemptions, | 


over the issuance of securities or the assumption of obligation in re- 
spect of securities of others by sleeping car companies, common or 
contract carriers by motor vehicle, common carriers by railroad, cor- 
porations org: nized for the purpose of engaging in such common 
carrier transportation, and certain corporations authorized to acquire 
control of one or more of the carriers named. 

This jurisdiction is declared by section 20a(7) of the act to be 
exclusive and plenary. 

By section 20b of the Interstate Commerce Act, the Interstate Com- 
merce Commission is also given exclusive and plenary jurisdiction in 
respect of the alteration or modification of securities of railroads and 
the instruments under which they are issued. 

Also, by section 5 of the act, the ICC is empowered to authorize 
unifications of control or ownership of carriers and carrier properties 
by various means, and its jurisdiction in such respect also is declared 
to be exclusive and plenary. 

We do not construe section 7 of S. 1181 as an attempt to deprive the 
ICC _of any jurisdiction it now has over companies subject to its 
regulation, but it appears that the amendment is intended to subject 
certain activities of some of these companies to regulation by the SEC 
in addition to existing regulation by the ICC. 

Insofar as the SEC might be empowered to assert jurisdiction over 
matters which are now within the purview of sections 5, 20a, and 20b 
of the Interstate Commerce Act, the amendment would be in deroga- 
tion of the peerrmaps : of those sections which provide for exclusive 
jurisdiction by the ICC, and, in effect, would constitute a modification 
of those provisions. 

The position of the Commission in respect of section 7 of the bill 
was stated in a letter dated June 16, 1959, and addressed to Chairman 
Robertson of this committee by Chairman Tuggle of the Interstate 
Commerce Commission, as follows: 


As indicated, the amendment would give concurrent jurisdiction to the SEC 
and this Commission over certain activities. With respect to noncarriers, the 
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jurisdiction which this Commission may exercise is more limited than in the 
ease of carriers, but we see no good reason why either a carrier or noncarrier 
which is primarily engaged in the business of an investment company should 
be exempt from the broader regulation applicable to other investment companies 
which is provided for in the Investment Company Act, except insofar as such 
exemption may be necessary to carry out the policies encompassed in the Inter- 
state Commerce Act. We doubt that the present total exemption is necessary to 
effectuate such policies. However, to avoid unnecessary conflicts and dual re- 
sponsibility with respect to matters having direct relation to the effectuation of 
thes national transportation policy, it is our view that, to the extent this Commis- 
sion is granted and actually exercises jurisdiction over the financial affairs of 
carriers and noncarriers made subject to financial regulation by the Interstate 
Commerce Act, such jurisdiction should be exclusive and plenary as presently 
provided in sections 5(11), 20a (7), and 20b(5) of that act. 

Senator Busu. What does all that mean ? 

Mr. Baker. I beg your pardon, sir? 

Senator Busu. What does all that mean—all those sections ? 

Mr. Baker. Section 20a is the Interstate Commerce Act section 
which gives the Commission jurisdiction over the issue of securities 
by carriers and certain noncarrier corporations which I have men- 
tioned. 

Section 20b provides a method whereby, with the assent of specified 
percentages of security holders, the Commission may approve and 
authorize placing into effect a plan for modification of securities or 
charters under which they are issued, or mortgages, and with the 
soneev al of the Commission and the necessary assents of security 
holders affected such a plan becomes binding upon minority security 
holders notwithstanding any contractual provisions to the contrary. 

Now, section 5 is the section de: uling with consolidations, mergers, 
acquisitions of control of carriers, leases by one carrier of ‘the prop- 
erties of another, purchases of such properties, the acquisition by one 
railroad of trackage rights from another. 

Senator Busu. ‘So your position is that only those matters relating 
to the investment trust functions of the company should be put under 
the jurisdiction of the SEC? Is that what it is broadly ? 

Mr. Baker. Well, of course, there might be an overlapping. The 
Commission takes the position that insofar as it has jurisdiction now 
under the Interstate Commerce Act it should continue to exercise and 
have exclusive jurisdiction even though an investment company might 
be involved. 

Senator WiturAmMs. Do you want to continue with your statement, 
please ? 

Mr. Baxer. I will continue. I am reading still from the letter of 
Chairman Tuggle : 

Therefore, we suggest that section 7 of the bill be amended to make it clear 
that the jurisdiction conferred upon the Commission by sections 5, 20a, 20b, 
and 214 
I add parenthetically that section 214 subjects motor carriers to the 
provisions of section 20a in respect of securities— 
of the Interstate Commerce Act shall continue to be exclusive and plenary. 


That is the end of the quotation. 

After the transmission of the letter from which I have quoted, 
the Commission’s attention was called to certain statements of Senator 
Javits made at the hearing on this bill last week, in which, as I under- 
stand it, it was suggested that the SEC and the ICC collaborate and 
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submit a form of amendment or amendments which would give the 
ICC jurisdiction over activities of investment companies related to 
carrier activities and the SEC jurisdiction over matters not so related. 

After information of such suggestion was received, exploratory 
conversations on this subject were neld at the staff level between rep- 
resentatives of the two agencies. However, because of other pressing 
demands, particularly the necessity of appearances by the Commis- 
sioners before other congressional committees, the Commissioners 
themselves have not had an opportunity to review the matter fully in 
the light of Senator Javits’ remarks and suggestions received from 
the SEC staff. 

Accordingly, it is respectfully requested that your committee afford 
additional time for a thorough exploration of the complicated prob- 
lems involved, and that we be permitted to submit further comments at 
a later date. 

That completes my prepared statement. I should be happy to 
answer any questions I can. 

Senator Witi1ams. Thank you very much, Mr. Baker. 

How much time are you requesting for this purpose ? 

Mr. Baxerr. I hesitate to name a specific time. It is a very compli- 
cated subject. To avoid overlapping jurisdiction we need to confer 
at length with the SEC staff and then present the matter to the Com- 
missioners. The two Commissioners would eventually have to consider 
to what extent, if any, they might desire to amend their present 
recommendations in the matter. 

Senator Wittiams. Were you in on the staff meetings ? 

Mr. Baker. Yes. 

Senator Witt1ams. What do you consider the goal to be achieved 
as the result of Senator Javits’ request? What are you trying to 
work out ? 

Mr. Baxer. Well, the goal is to work out as much of an agreement 
between the two agencies as possible to effecuate their primary pur- 
pose of SEC to the extent that the ICC feels that it will not jeopardize 
the carrying out by it of the national transportation policy. 

Senator Wixix1aMs. Can you spell this out a little more? What do 
you think you are working on in terms of an agreement? What 
kind of jurisdiction will the SEC have, and what kind of jurisdiction 
the ICC? 

Mr. Baxer. I hesitate to indicate what the SEC staff itself said, 
since they explained that anything they said was—— 

Senator Wiuu1aMs. I just want your understanding of what you 
are trying to achieve. 

To be more specific, take a new stock issue by one of these invest- 
ment companies. Say they are going to issue some preferred stock. 
Who would pass on that after you have reached some kind of an 
agreement with the SEC? The ICC or the SEC? 

Mr. Baxer. Well, the present position of the staff of the SEC is 
that both should pass upon the issue. 

Senator Wixt1ams. Whose view is that? 

Mr. Baxer. SEC. 

Senator Witu1aMs. Their view is that both should pass on it? 

Mr. Baxer. That both should pass upon the issuance of stock of 
the parent investment company. 
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Senator Witt1ams. And what is your view? 

Mr. Baxer. The Commission so far has taken the view that it 
should have exclusive jurisdiction to pass upon it. 

Senator Wiiu1ams. The ICC says it should have exclusive juris- 
diction. 

Mr. Baxer. As it does now. 

Senator WiuuiaMs. In the issuance of stock by investment com- 
panies? Is that what you are saying? 

Mr. Baxer. By an investment company that is subject to its regu- 
lation. Of course, actually there is only one company so far as I 
am aware that is within that category at the present time, which is 
the Alleghany Corp. That corporation controls the New York Cen- 
tral System, which is composed of about 50 different corporations. 

A consideration of this matter would seem to involve a separation 
perhaps of the two kinds of companies. Not only is the investment 
company, which is not a carrier, involved, but the whole carrier 
system would be involved under this proposed amendment. 

I think that certainly, in view of the representations of the SEC 
staff, the Commission should give further consideration to the ques- 
tion as to whether or not it might modify its position as to exclusive 
jurisdiction over the noncarrier investment company. 

On the other hand, in respect of the carriers which are controlled 
by that investment company, quite a different problem is presented. 
The railroads presently, at least in some quarters, are considered to 
be overregulated. The Commission does exercise extensive jurisdic- 
tion over their activities. And there is a substantial question there 
as to whether or not they should be burdened with additional regu- 
lation by another commission. 

It seems to me that the feeling of the SEC staff was somewhat 
sympathetic toward that viewpoint, that they oe would not 
desire to insist upon regulating the activities of the subsidiary carrier 
companies, even though under the provisions of this bill as drafted 
they would be given authority over the dealings between a number 
of those companies. 

Senator Wiiu1ams. Do you have anything, Senator Bush? 

Senator Busu. No, except I would certainly join with the chairman 
in urging that we get your views on this as quickly as possible. 

Do you think you could get it within a week ? 

Mr. Baxer. The Chairman of the Commission has left the city today 
to attend the dedication of the St. Lawrence Seaway, and some of the 
other Commissioners are also away. I hesitate to make any commit- 
ment, but certainly we will endeavor to meet any time limitation that 
this committee desires to impose. 

I should think in a week or 10 days we should be able to bring some- 
thing forward. (See p. 527.) 

Senator Busn. I would say, Mr. Chairman, if we could count on 
getting it by July 1, that would be all right. 

Let’ssee. Whenisthat? Is that next week? 

Senator WituiaMs. That is next Wednesday. That is a week. 

_ Senator Busu. That is a little too soon, I think, in view of the 
importance of it. 

I would say by July 6. 
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Mr. Baker. July 6 would be much more satisfactory. I am afraid 
July 1 would constitute a tight schedule. 

Senator Busu. Yes. 

Senator WituiaMs. All right. Let us count on July 6 then for the 
result of your effort. 

It is not exactly clear whether you people know just exactly what 
you are trying to work out. 

Let me ask you, Mr. Baker, are you familiar with the purposes of 
the Investment Company Act? 

Mr. Baxer. Generally. I have had no responsibilities in connec- 
tion with the Investment Company Act, and I have no intimate 
knowledge of its provisions. 

Senator Wittiams. Could you compare your activity in connection 
with the investment company that ev idently is the only one to be con- 
sidered under these provisions, in connection with its financial ar- 
rangements, with the activity of the SEC, and the rules and regula- 
tions the SEC would apply to similar activity of investment com- 
panies ? 

Mr. Baker. The jurisdiction of the ICC over this one investment 
company is limited to regulating the issue of securities by it and to 
requirements in respect of the keeping of its accounts and the making 
of reports to the Commission. 

Under the Investment Company Act, the SEC is authorized to 
regulate a variety of other transactions by the investment company 
and by persons affiliated with it. As to those matters generally, the 
ICC does not have jurisdiction at the present time. 

For example, it might be pointed out that under the provisions of 
section 17 of the Investment C ompany Act it is declared to be unlaw- 
ful for affiliated persons, a promoter of or principal underwriter for 
a registered investment company—with an exception—or any affili- 
ated person of such person, promoter, or prince ipal underwriter acting 
as poet knowingly to sell any security or other property to such 
registered company or to any company controlled by such registered 
company unless such sale meets certain conditions. 

And there is a prohibition against the purchase from such regis- 
tered company or from any company controlled by such registered 
company. 

There is a restriction on the borrowing of money between those 
companies, 

There are other various restrictions contained in the Investment 
Company Act with which this committee, no doubt, is more familiar 
than Tam. 

Senator Wiutams. I wonder if we could do this: I would like to 
give you a copy of the Investment Company Act of 1940 and refer 
to section 7. Could you read this over and then come back after we 
have had another witness or two and tell us which sections of the 
Interstate Commerce Act, if any, provide comparable regulations for 
companies covered by that act ? 

Will you take this, Mr. Baker? 

Mr. Baxer. Yes. 

Senator Witu1aMs. We will have another witness, and then, if you 
could just give us that information, we would appreciate it. 


In the meantime, could Mr. Francis Greene, our next witness, come 
to the table? 
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Good morning, Mr. Greene. We are very happy to welcome you 
before the subcommittee this morning. 

We know you are a distinguished attorney practicing here in the 
city of Washington. 


STATEMENT OF FRANCIS T. GREENE, ATTORNEY, WASHINGTON, D.C. 


Mr. Greene. Thank you, Senator. 

If it please the committee, my name is Francis T. Greene, and I 
am a member of and counsel to the law firm of Surrey, Karasik, Gould 
& Efron, Woodward Building, Washington, D.C. 

Because of the fact that 1 have had some slight experience in the 
preparation of notifications under regulation A and offering circulars 
for use under section 3(b) of the Securities Act, the chairman of the 
subcommittee has very kindly asked me to discuss briefly section 5 of 
S. 1178 insofar as it relates to the small issue exemption under 
section 3(b). 

First, I should like to express my appreciation for the honor which 
has thus been accorded to me by the alain Although this com- 
mittee has heard numerous witnesses representing the Investment 
Bankers Association, the National Association of Securities Dealers, 
the New York Stock Exchange, and other major organizations, I 
may perhaps be able to shed some light on this proposed amendment 
from the point of view of the smaller issuer seeking access to the 
public capital market. 

Section 5 of S. 1178, in amending the civil liability provision of 
section 12 of the Securities Act, would add a new subsection (b) at 
page 3, line 12, et seq., of the bill. This amendment for the first 
time would impose direct civil liabilities upon the issuer of secu- 
rities exempted pursuant to section 3(b) of the act in the case of 
sales thereof in which the issuer itself was not a participant. 

At the present time, section 12(2) of the act imposes civil liabilities 
only upon a person who himself offers or sells a security by means of 
a prospectus or oral communication which includes an untrue state- 
ment of a material fact or a misleading statement of fact. 

Thus, where an offering circular, prepared and used in accordance 
with the Commission’s rules under section 3(b) does contain false or 
misleading statements, the issuer has no section 12 civil liability in 
the case of a sale made by a broker or dealer or other person by use 
of this offering circular in which the issuer did not participate, even 
though the sale may have been made in the course of the distribution 
of the securities. 

The new civil liability provision proposed for enactment as section 
12(b) of the act is comparable to, but less rigorous than, the civil lia- 
bilities now imposed by section 11 in the case of officers, directors, 
underwriters, and others where securities are being distributed or sold 
under the aegis of a Securities Act registration statement. 

I should like to interject here to say that, because this committee is, 
of course, fully familiar with the scope of the proposed amendment, 
I think it will save time if I omit the usual statement of what the 
amendment would do and just go straight to the results. 

The important difference between the section 11 liability applicable 
to a registration statement and the prospectus which is a part thereof 
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and which run to the issuer as a matter of absolute liability, to the 
directors with very limited defenses, underwriters, and so forth, and 
that under the proposed section 12(b), is that in the case of these 
small issues, reliance by the purchaser is made an essential element of 
the cause of action. In the case of section 11 liability under a pro- 
spectus for registered securities, reliance is not an element of the plain- 
tiff’s cause of action. 

This is a very material difference, and the requirement under the 
proposed section 12(b) that the buyer must have received the defective 
offering circular or otherwise have relied upon the defective informa- 
tion or the lack thereof seems to me to be entirely appropriate and in 
keeping with the general law of fraud and rescission, in which, of 
course, reliance by the plaintiff on the false statement is the very heart 
of his cause of action. 

However, apropos of reliance as a necessary element of the buyer’s 
suit under the proposed section 12(b), I would question respectfully 
the fact that the amendment would permit recovery where the buyer 
relies “directly or indirectly on such untrue statement or omission.” 
It seems to me that the buyer either relies upon the untrue statement 
or the omission or he does not. 

I suggest that the extensive case law on reliance is entirely ade- 
quate to protect the buyer, and this would be brought into play merely 
by use of the word “relies,” since section 12(b) is essentially a cause of 
action for rescission for misstatement of essential fact or omission of 
essential fact. The “directly or indirectly” as used in the proposed 
amendment may well be a concept, and may have consequences, broader 
than are intended or needed to meet the specific problem to which the 
new section 12(b) is directed. 

With the indulgence of the committee, I will skip the more detailed 
comparison between section 11 liabilities and section 12(b) liabilities 
under the proposed amendment because I am sure you are already 
familiar with them. 

However, I do think that the committee might be interested in 
the possible impact in practical terms of the proposed amendment. 

Many, and probably most, small issues under $300,000 which are 
exempted from registration under section 3(b) of the act are sold 
mainly through security dealers and brokers. These must use the 
offering circular prepared by the issuer. In many cases, they would 
themselves have had nothing to do with the drafting and preparation 
of the offering circular. 

Therefore, it seems to me both fair and in keeping with the other 
provisions of the Securities Act to impose a reasonable degree of civil 
liability upon the issuer and its directors and officers who prepare a 
section 3(b) offering circular and thus put it in circulation. 

Certainly, the issuer who is responsible for the offering circular 
should share the liabilities which are now put solely upon the dealer or 
other person selling its securities by section 12(2) of the act as it now 
stands, at least in case of transactions in which the issuer has not itself 
been a participant. 

To this extent it would be a protection for the securities dealer who 
may not be responsible for or who may be unable to verify the state- 
ments made in the offering circular. 
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At the same time, as a byproduct of the liabilities which would be 
created, the proposed amendment would tend to assure both greater 
care and more conservative language on the part of the issuer in its 
preparation of the offering circular. 

In view of the fact that section 3 of S. 1178 would increase the 
ceiling on the exemption from $300,000 to $500,000, the proposed 
broadening of liabilities of section 3(b) issuers and those who sign or 
cause to be made statements or omissions in the offering circular, 
seems to me to be a fair and equitable method of apportioning the 
loss where securities are sold by means of an offering circular con- 
et false or misleading information. 

I do not believe that the proposed increase in liability would in any 
wise inhibit small businesses from access to the capital market. I 
think that regardless of potential liabilities a small business in need 
of capital funds, or, for th at matter, a large business in need of small 
amounts of capital funds, would prepare ‘and file its form 1-A noti- 
fication and the offering circular in any event. 

The liabilities under the proposed | section 12(b) are not nearly as 
extensive as those under section 11. In the early days of the Securi- 
ties Act there was such a fear of the degree and extent of the section 
11 liabilities that many potential registrants were undoubtedly de- 
terred from filing registration statements and going to the public 
capital market. However, I think that history has amply demon- 
strated that these fears were unfounded. Suits under section 11 have 
been very rare, considering the billions of dollars of financing carried 
out under the Securities Act of 1933. In general, to shorten this, I 
might say they have been limited to stop- -order situations which were 
fraudulent or had such a smell of fraud they were tantamount to the 
same thing. 

Ine losing, in my support for this amendment, I would like to make 
just a few remarks about the process of clearing and selling secur ities 
under the Commission’s regulation A. 

It has been my experience that where an issuer and its counsel pre- 
pare a form 1-A notification and the accompanying offering circular 
with care, reasonable thoroughness, and good faith, clearance can be 
had from the SEC staff either within the 10- day period provided in 
rule 255 or at an earlier, accelerated date. 

The essence of any successful approach to any SEC problem seems 
to me to be complete fairness in telling the SEC staff, and stating in 
the offering circular, the honest story ‘of the issuer and its securities. 
Statements of adverse as well as of favorable facts bearing upon the 
issuer or called for by the SEC rules and the form 1-A must be 
drafted without distortion or slant. 

If this approach be followed and if adjectives are drastically elimi- 
nated from the offering circular, I have found the SEC staff person- 
nel, both in its regional offices and in its main office, to be both helpful 
and cooperative. I believe they have a real understanding of the 
need of small businesses for convenient access to the public capital 
market. This is as it should be. 

On the other hand, an issuer or its counsel who seeks to slant or 
distort statements in favor of the issuer is going to be in real trouble 
and will find obstacles and hurdles planted i in his w ay. This is like- 
wise as it should be, in my opinion. 








202 SEC LEGISLATION 


Problems do arise, however, where an issuer or its legal counsel, un- 
sophisticated in SEC matters, are not fully aware of the overriding 
importance which the SEC staff attaches to absolute frankness and 
complete honesty in writing up the notification and the offering circu- 
lar. These people will, and often do, become enmeshed in serious 
difficulties, even though there may be a complete absence of any fraud- 
ulent intent or bad faith. 

Many people do not realize that under SEC practice the required 
ethics of the securities sales literature which solicits the funds of public 
investors are, or so they seem to me to be, far higher than the ethies 
frequently prevailing in other markets for the purchase and sale of 
tangible goods. 

If this is fully realized by the section 3(b) issuer and those pre- 
paring form 1—A notifications and offering circulars on its behalf, the 
process of obtaining the exemption, I have found, is both simple and 
efficient. 

By the same token, if the ethics of full and fair disclosure are fully 
accepted, the proposed new civil liabilities, in my opinion, impose 
neither practical risk of li: vbility nor any obstacle in the way of small 
business financing under section 3(b). 

Mr. Chairman, I thank you very kindly for this opportunity of 
appearing before you and giving my own views on this matter. 

Senator Witiiams. We are very grateful to you, Mr. Greene, for 
the opinion you express from broad experience working in these fields. 

I believe you were earlier with the SEC? 

Mr. Greene. Yes. I was a charter member of the SEC, dating 
from 1934. By “member” I mean I was on the staff. I was in the 
general counsel’s office first. 

Senator Wiiutams. Senator Bush ? 

Senator Busu. I also want to compliment you on that statement. 
It isa very interesting statement indeed. I think it will be very help- 
ful to us. 

I just wanted to ask a couple of questions. 

I notice you speak of leaving the adjectives out, eliminating drasti- 
cally the adjectives from the offering circulars. That ‘ather im- 
pressed me. Why do yousay that? 

Mr. Greene. Because I have seen many cases of perfectly good faith 
issuers—these are small businesses, mind you, and they are not familiar 
with the mores of Wall Street—who will speak of their “excellent mod- 
ern plant,” “all modern facilities,” the “efficiency of the manage- 
ment,”—words of color. And right away that raises a red flag to the 
SEC staff, and they start off from behind the eight ball because of 
using favorable adjectives which may well be matters of er 

I mean, whether the plant is “excellent, modern, and efficient” 
question of opinion. 

If they just start out simply and say, “We have a plant which covers 
12 acres of ground,” which is a matter of record fact, that “the building 
was built in such and such a year,” and limit themselves to objective 
facts, the securities will sell just as well and they will avoid the feel- 
ing that they are trying to high pressure the public. 


Senator Busn. T agree. T think it is an excellent precautionary 
piece of advice. 
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One more thing, Mr. Greene. Have you had, since you have been in 


private practice, a special interest in assisting small issuers as distinct 


from those that are subject to registration ¢ 

Mr. Greene. Well, sir; I left the SEC quite a while ago, in 1942, 
to go in the Navy, and since then I have been in other Government 
positions, with the Secretary of Defense, later General Counsel of 
Maritime, and, therefore, I have not built up a practice, shall we say, 
in terms of large million- or maoitht-silNlcie haley issuers. I would, per- 
hans, that I had. 

On the other hand, I have had familiarity with the problems of the 
smaller businesses which are more or less local which come in to the 
SEC, and because of the fact that we are here in Washington and are 
familiar with the field, somehow they gravitate to our firm, so that 
is why my experience has been limited to the smaller issues and the 
regulation A exemptions. 

Senator Busxa. Thank you. 

Senator Wirx1AMs. In connection with the smaller issues and from 
your experience in this field, would you say that the regulations you 
operate under and the forms, et cetera, that you have to file are as 
simple and clear as you would have them ? 

Mr. Greene. Yes, sir. I have no criticism to make of the forms or 
the regulations at all. Ithink they call for no more than is reasonably 
relevant information. 

Frequently the application of the forms or the wording of the item 
to a particular fact situation may raise a real question in my mind as 
to how it should be stated and the extent of disclosure that should be 
made, in which event I have just always gotten in touch with the 
examining staff first by telephone informally, stated the problem, and 
they have given mea suggestion which I have followed. 

Of course, after you “file the notification and the offering circular, 
during the 10-day waiting period the staff examines it just about the 
way they doa registration statement and prepare a letter of comment 
which will point “out where they feel you have understated something 
adverse or overstated something favorable or failed to disclose certain 
interests of insiders or others that should be disclosed. T hey will tell 
you todo it. And it is a simple matter of frankly stating to the best 
of your ability the facts that they want to have reflected in the offering 
circular. 

So, therefore, it has not posed any problem to me at all. 

Senator Wiit1aMs. We have tried from time to time in these hear- 
ings to get a comparison of the cost of an issue under regulation A with 
that of full registration under section 11, and nobody has been able 
to give us that. Do you have any judgment on the cost to a company, 
including the accountants, lawyers, et cetera, of one method as against 
the other? 

Mr. Greene. Well, taking the $300,000 issue in the normal case, 
counsel and the officers of the issuer working together should be able 
to produce the document in not over a week. 

Now, the financials are the responsibility—by the “financials” I 
mean the balance sheet and the statement of income and expense or 
profit and loss statement—of either the company controller or its ac- 
countants, and I would not know what those would run. 

42560—59——14 
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Taking a week’s time, that would vary with the law firm depending 
upon what its charging practices were. 

I hesitate to give a guess on it. 

Senator Wiiuiams. I think that is a good way to put it—in terms 
of time. 

Mr. GREENE. It is a question of how much time and how much work 
has to go into it in relationship to the overall amount of the financin 
which is small, you see. You are only dealing with $300,000, which, 
in a sense, is a limitation right there. 

But I have not found myself that the cost and the reasonable pro- 
fessional fees for doing the work have been a deterrent at all to small 
issuers that had a situation good enough to go to the public with. 

Senator WixuiaMs. Do you have any information on the time and 
the work that go into a full registration ? 

Mr. Greene. Oh, I would say it is at least three to four times. At 
least three to four times what it is on a regulation A. 

Senator Witu1aMs. That is helpful. To put it in terms of time is 
very helpful. I can see the problem of estimating the monetary effect. 

Mr. Greene. Time is the most expensive commodity that I know of, 
as well as the most valuable one in life today, unfortunately. 

Senator Williams, I have nothing further. 

Senator Winiiams. Again, we are very grateful, Mr. Greene, for 
your help on our problems. 

Mr. Greene. Thank you, Senator. 

Senator WixuiaMs. Mr. Philip A. Crane, Jr., attorney for Pacific 
Gas & Electric Co. 

Good morning, sir. 

Proceed in your own way, Mr. Crane. We are glad to have you 
here this morning. 


STATEMENT OF PHILIP A. CRANE, JR., ATTORNEY, PACIFIC GAS 
& ELECTRIC CO. 


Mr. Crane. Thank you. 

Mr. Chairman and members of the committee, my name is Philip 
A. Crane, Jr. Iam an attorney representing Pacific Gas & Electric 
Co., 245 Market Street, San Francisco, Calif. 

I have handled legal matters with respect to that company’s financ- 
ing for many years, including registration of its securities under the 
Securities Act of 1933 and qualification of its bonds under the Trust 
Indenture Act of 1939. (See p. 126.) 

I am here today to testify in support of section 2 of S. 1180 which 
contains a proposed amendment of section 304(c) of the Trust In- 
denture Act. 

As you know, this act provides in general that bonds and similar 
securities sold through public offerings must be issued under inden- 
tures which conform to the lengthy and detailed requirements of 
the act. Some indentures in effect at the time the act was passed 
could not, for reasons of contract, be amended to comply with the 
act in all respects. Section 304(c) was, therefore, included in the 
act to permit the Securities and Exchange Commission to grant 
limited exemptions where consistent with the public interest so that 
securities could continue to be issued under such indentures. 


Spe 
exem: 
inden 
outst: 
plian 
ties O 
hard 
the i] 

Th 
prin 
ing \ 
ture 
act l 
316 | 
secu 

poss 

me 
perc 
to b 
the 
put. 
in t 
gag 

l 

to s 

the 

the 
you 
agi 
pre 
is 

pr 


Co 
co 
th 
sec 
ou 
m 
pl 


ork 
ng, 
ch, 


ro- 
all 


nd 
At 


is 
ct. 
of, 


fic 


u 


iS 


crs a ee a Fh 


SEC LEGISLATION 205 


Specifically, section 304(c) of the act permits the Commission to 
exempt from the provisions of the act securities issued under an 
indenture under which securities issued prior to February 1940 are 
outstanding, if and to the extent the Commission finds the com- 
pliance with the act would require the consent of holders of securi- 
ties outstanding under any such indenture or would impose an undue 
hardship on the issuer, having due regard to the public interest and 
the interests of investors. 

The indenture under which this company’s more than $1 billion 
principal amount of first and refunding mortgage bonds outstand- 
ing were issued became effective in 1920, long before the Trust Inden- 
ture Act of 1939 was passed. It was amended to comply with the 
act in all respects except for certain portions of sections 316(a) (1), 
316(b), and 317(a) (2) of the act which could not be met without 
securing the unanimous consent of all bondholders, a practical im- 
possibility. 

Section 316(a)(1) of the act contains provisions regarding the 
percentage of bonds that may require or may control certain action 
to be taken by the trustee and contains a further provision as to how 
the specified amount of securities is to be —— in that in com- 
puting a majority the securities held by the obligor on the bonds— 
in this ease P.G. & E.—are to be disregarded, and P.G. & E.’s mort- 
gage does not contain this limitation. 

Under section 316(b), which has to do with the rights of bondholders 
to sue for a default in a payment due under the mortgage, except to 
the extent that under local law such a suit would impair the lien of 
the mortgage, California law provides that you cannot sue at law but 
you can in equity, but the mortgage presently contains a restriction 
against this right to sue in equity which would be removed if the 
provisions of section 361(b) were adopted. 

And, finally, under section 317 (a) (2), in effect, a power of attorney 
is conferred upon the trustee to file certain papers in certain legal 
proceedings, and P.G. & E.’s mortgage does not contain this grant. 

Based upon certain decided cases of the Securities and Exchange 
Commission, as well as the appellate decisions of the state and federal 
courts in California, the Commission itself has held that to amend 
the company’s indenture to comply with these three aforementioned 
sections would require the consent of all of the holders of securities 
outstanding under the company’s indenture. Accordingly, the Com- 
mission has granted the company’s various applications for exemption 
pursuant to section 304(c) of the act. 

After several years of proceeding in this manner, it was realized 
that it would be possible to amend the company’s indenture to effect 
full compliance with the act provided that such amendment was 
made effective only after retirement of all bonds outstanding under 
the indenture at the time the amendment was adopted. Such an 
amendment was adopted in 1950 but cannot become effective before 
1983, the latest maturity date of bonds outstanding at the time it was 
adopted. 

Periding that time, the company must rely on exemptions under 
section 304(c) of the act in order to issue bonds under its indenture. 

As stated above, to be eligible for exemption under section 304(c) 
of the act the securities must be issued under an indenture under which 
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securities issued prior to February 1940 are still outstanding. The 
aegrr amendment of section 304(c), which is set forth in section 2 


of S. 1180, amends this section simply to provide that exemption may 
be granted if the pre-February 1940 securities were outstanding on 
January 1, 1959. The only pre-February 1940 securities of the com- 


pany presently outstanding will mature in 1966, and unless section 
304(c) of the act is amended by that time the company will no longer 
be able to secure exemption of its securities from the act. 

Should this occur, the company could not issue securities under its 
indenture unless it refunded all of its bonds maturing before 1983, 
the year in which the company’s indenture will qualify “under the act. 

There are about $517 million face amount of these bonds presently 
outstanding, and it is clear that such a refunding operation would im- 
pose an unnecessary financial burden on the company. It could only 
be done at great expense, would involve the payment of large redemp- 
tion premiums, the refunding bonds would undoubtedly command a 
higher rate of interest, and the whole transaction would increase the 
company’s cost of money. This would undoubtedly have an adverse 
effect upon the rates which consumers of the company’s services must 
pay. 

In all probability, this possibility arises only from a technical de- 
fect in the drafting of the act, and the cure is very simple. The pro- 
posed amendment will make eligible for exemption only indentures 
which were eligible on January 1, 1959; it does not open the door to 
new exemptions but instead prevents the premature closing of the 
door to exemption of indentures which have been eligible for many 
years. 

In addition, as with the present statute, the amendment does not 
grant exemption to any indentures but simply makes certain inden- 
tures eligible for exemption. Before granting exemption the Com- 
mission must make the same findings with respect to the public in- 
terest and protection of investors as it must now make under the 
present law. 

Finally, it should be observed that there is no danger that exemp- 
tions will be perpetuated indefinitely. We understand that the Com- 
mission has for many years insisted upon amendments, such as that 
already adopted by the company I represent, which assure that ulti- 
mately there will be full and complete compliance with all details of 
the act. 

For these reasons the company is vitally interested in section 2 of 
S. 1180 and respectfully urges that it be given favorable consideration 
by the committee. 

Thank you. 

Senator Witz1ams. Thank you very much, Mr. Crane. 

Do you practice law here in Washington or out in San Francisco? 

Mr. Cranr. In San Francisco. 

Senator Witi1aMs. Have you had an opportunity to discuss your 
viewpoint and your pr oblems with the SEC ? 

Mr. Crane. This is their bill, and they are not opposed to this 
section. 

Senator WitiiaMs. I see. 

We understand that your problems then will be met by the pro- 
posals that are now before us? 
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Mr. Crane. Yes, sir. 

Senator Wim1aMs. The SEC does recommend these ? 

Mr. Crane. Yes, sir. 

Senator WitiiaMs. Thank you very much, Mr. Crane. 

Now if we could come back to Mr. Baker, if Mr. Baker has had an 
opportunity to review the Investment Company Act provisions that 
we referred to him. 


STATEMENTS OF VERNON V. BAKER, DIRECTOR OF FINANCE, AND 
ROBERT W. GINNANE, GENERAL COUNSEL, INTERSTATE COM- 
MERCE COMMISSION—Resumed 


Mr. Baker. I have not gone entirely through the act, Mr. Chair- 
man, but I think we have gone far enough that 

Senator Witt1aAMs. Do you want to come forward, Mr. Baker? 

I did not hear your opening remarks. 

Mr. Baxer. I said I had not completely gone through the act but 
feel I have gone far enough that certainly we can make progress. 

Senator WiLu1AMs. We referred to one section, section 17. 

Mr. Baxer. I understand you wanted me to begin at section 7 and 
go through the entire act. 

Senator Witu1aMs. Yes. That is a pretty big order I suppose, is it 
not, in such a short time ? 

Mr. Baker. Yes, it is rather extensive, but I have gone most of the 
way through. 

Senator Wittrams. All right. If you could comment briefly now 
on the question that was asked and perhaps submit a more detailed 
statement for the record after you have had an opportunity to prepare 
it, | think maybe that would be the best way to proceed. 

Mr. Baker. I should be glad to do that. 

Senator Witu1aMs. Allright. Fine. 

Mr. Baker. Section 7 merely prohibits certain actions unless a com- 
pany is registered. That is, if a company falls within a certain cate- 
gory it may not do these things until it registers. 

So there is no comparable provision in the Interstate Commerce Act 
tothat. 

Senator Witu1ams. You say the Interstate Commerce Act has no 
comparable provision to section 7 of the Investment Company Act of 
1940? Is that right? 

Mr. Baxer. As I say, that only prohibits certain things unless they 
are registered. The Commission does exercise jurisdiction, however, 
over certain of these things that are prohibited here. 

For example, it exercises jurisdiction over the issue of securities by 
a company regulated by it, and the company would be prohibited from 
issuing any security or assuming obligations on that security unless 
and until it first submits the matter to the Commission and receives 
its approval. 

To that extent, the subject matter here is regulated by the Interstate 
Commerce Commission. 

Senator Witi1aMs. Do you spell this out in any formal way? 

Mr. Baker. Well, the procedure generally when an application is 
made to the Commission for authority to issue securities is that the 
company files an application with it in accordance with the Commis- 
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sion’s regulations. That application must contain prescribed data 
regarding the proposed security and the financial condition of the 
company. In some instances interested parties are permitted to inter- 
vene if they demonstrate any interest. 

Senator WituiaMs. Let’s go back. You say in some instances inter- 
ested parties may intervene ? 

Mr. Baker. Well, very seldom do we have anyone other than the 
applicant demonstrate any interest in the case. But where someone 
does have a legitimate interest and requests leave to intervene, the 
Commission has a very liberal policy to permit intervention and to 
hear any objections they may have to the proposed transaction. 

Senator Wittr1ams. Do you have any rules that provide for notice 
of the application for a new issue? 

Mr. Risen, The rules provide that a copy of the application shall 
be served upon the Governor of each State in which the company may 
operate and upon the public service commissions of those States. That 
is the only specific notice required. 

Of course, the trade publications carry a list of applications filed 
with the Commission, and anyone who is interested in the subject does 
receive notice. 

Senator WittiaMs. He does you say? Would you repeat that? 

Mr. Baker. He has an opportunity to learn about it. There is no 
service of notice on anyone except the ones I have indicated, the Gov- 
ernors and public service commissions. 

Senator Wiii1ams. How does that compare with the SEC provisions 
with respect to notice ? 

Mr. Baxer. I am not aware of their regulation. 

Senator WiiutAms. I am sort of hazy on this, but is there not a 
provision that the notices appear in the Federal Register ? 

Mr. Baxer. I know a great many of their proceedings are made 
the subject of publication in the Federal] Register. Whether or not 
that is true as to proceedings under the Investment Company Act I 
am not sure. 

Senator Witx1ams. Evidently your notice does not go into the 
Federal Register ? 

Mr. Baxer. No; it does not. 

To continue as to the procedure, after a minimum period of time— 
15 days is allowed for representations by State authorities if they 
wish to make representations, and during that time any other inter- 
ested party may—the Commission considers a report and order, or an 
order alone. In a simple case an application may be disposed of 
merely by an order. In a more complicated proceeding, a report is 
adopted by the Commission which describes the proposed transaction 
and the financial position of the applicant and arrives at a conclusion 
as to whether the authority should or should not be granted. 

There are certain prescribed findings which under the statute the 
Commission must make before it may approve the issue of the security. 

Senator Wiu1aMs. Are there any other comments you want to make 
now in comparing the exercise of your jurisdiction with that of the 
SEC in connection with investment companies? 

Mr. Baxer. Well, continuing with the various provisions of the 
act, section 8 deals with certain reports that must be filed. 

The Commission does require of carriers and noncarriers subject to 
its regulation the filing of annual reports, and upon occasion special 





repor 
stock! 
Sec 
tors. 
Th 
parag 
howe 
to sel 
first ¢ 
Th 
Sei 
if yo 
comn 
requi 
p. 534 
Mr 
Ser 
Mr 
T hay 
regar 
se 
We 
the is 
lation 
matte 
der sé 
Sel 
the o 
ested 
Do 
vestn 
Mr 
actin 
legha 
Th 
are a 
naril 
have 
Bu 
issue 
inves 
Se: 
curre 
disay 
Mi 
Se 
Mi 
Se 
time 
Mi 
Secu 
erenc 


SEC LEGISLATION 209 


reports which disclose the financial condition of the company, its 
stockholders, its investments, and the like. 

Section 9 deals with the persons who may serve as officers or direc- 
tors. 

The only jurisdiction the Commission might have there is under 
paragraph 12 of section 20a of the act, which applies only to railroads, 
however, and under that section it is made unlawful for a person 
to serve as an Officer or director of two or more railroads unless he 
first obtains approval of the Commission. 

That would not apply to a noncarrier investment company, however. 

Senator Wiiu1ams. If we could go back to section 8, I wonder 
if your more complete analysis that I hope you will supply the sub- 
committee for our record will describe or compare the reports that you 
require with the reports the SEC requires under section 8? (See 
p. 534.) 

Mr. Baker. Yes indeed, sir. We will be glad to do that, sir. 

Senator Witu1ams. Thank you. 

Mr. Baxer. Section 10 also deals with affiliations of directors, and 
I have already explained the extent of the ICC’s jurisdiction in that 
regard. 

Section 11 deals with offers of exchange. 

Well, ICC does exercise jurisdiction, as I have indicated, over 
the issue of a security by any of these companies subject to its regu- 
lation, so to that extent it would have jurisdiction over the subject 
matter covered here. And it would also have certain jurisdiction un- 
der section 20b if it was a modification of securities. 

Senator Witi1aMs. Yes, I recognize the jurisdiction there, but it is 
the operation, what you do with your jurisdiction, that we are inter- 
ested in. 

Do you do in the ICC what is done under section 11 of the In- 
vestment Company Act? 

Mr. Baker. Well, the Commission has a very broad discretion in 
acting upon the issues of securities. In the case recently of the Al- 
leghany Corp., it authorized an exchange of securities in that case. 

The Commission is not restricted in detail as is the SEC. There 
are a lot of restrictions imposed by this statute which the SEC ordi- 
narily may approve upon a proper showing. Well, ICC does not 
have. similar restrictions. It has very broad discretion. 

But in applying its policies, it does attempt to see that the security 
issue is compatible with the public interest, that it is not unfair to 
investors. 

Senator Wiii1ams. Can you think of any case where you had con- 
current jurisdiction where the ICC approved an issue and the SEC 
disapproved ? 

Mr. Baker. I am not aware of any such case, no. 

Senator Witi1ams. Were you with the ICC in 1955? 

Mr. Baker. Yes, I was. 

Senator Witi1ams. What was your position in the ICC at that 
time? 

Mr. Baxer. At that time I was, I believe, chief of the Section of 
Securities and Reorganizations. I am sureI was. Do you have ref- 
erence to the Alleghany situation ? 
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Senator Witt1aMs. That is the only company, as I understand it, 
that we are talking about here. It is the only company that is 
involved. 

Mr. Baker. You mentioned concurrent jurisdiction and that is 
what threw me off. 

Actually, the Court eventually held that SEC had no jurisdiction 
inthecase. But the history of that case— 

Senator Wintrams. Well, let’s not. be too technical. 

Mr. Baxer. I did not intend to be. 

Senator Witurams. Was there an issue that both Commissions 
judged and came toa conclusion on in 1955? 

Mr. Baxemr. Yes, that is true. The Commission approved the ex- 
change offer there involved. The matter was taken to court, and the 
lower court—— 

Senator Wittrams. The ICC approved what? 

Mr. Baker. An exchange offer. There was an otfer made—I may 
pot recall the details—whe ‘reby the Alleghany Corp. was exchanging 
certain 6 percent. preferred stock, convertible preferred stock, for its 
outstanding 514 percent preferred stock upon which there was a large 
arrearage of dividends, approximately $120 per share arrearage of 
divide nds on that stock. 

The primary purpose of the exchange was to eliminate that arrear- 
age of dividends. 

Incidentally, that exchange offer was approved by approximately 
70 percent of the common-stock holders of Alleghany, 97 percent of 
the common-stock holders who were voting on the matter, and it ap- 
peared to the Commission in the public interest that that exchange be 
approved, and it appeared to them that it was fair to the see urity 
holders and the stockholders of the Alleghany Corp. 

Subsequently the same matter did arise, during the course of litiga- 
tion, before the Securities and Exchange Commission. A report was 
issued by the staff of the Securities and Exch: ange Commission which 
would have approved the issue, the same as the ICC would have ap- 
proved it. However, when it came before the Securities and Ex- 
change Commission itself, the Commission denied the authority sought 
in a split decision, as I recall primarily because of a technicality of 
the Investment Company Act. They construed this convertible pre- 
ferred stock as being primarily a warrant because of the conversion 
feature and believed, in view of such feature, that it would be con- 
trary to the general prohibition in the Investment Company Act 
against the issue cf securities of that nature. 

Senator WiLuiaMs. Fine. 

Mr. Baker. Passing to section 12, the only jurisdiction the ICC 
might exercise in connection with these matters is such control as it 
might have if it became necessary for the investment company or a 
subsidiary carrier to seek authority to issue securities to finance some 
of such transactions as are covered by section 12. 

If it became necessary to issue securities, of course, the Commission 
would look at the whole transaction. 

Under section 13, involving investment policy, the ICC has no com- 
parable jurisdiction. 

Perhaps I should qualify that again by saying that it may, of 
course, limit the activities of a company by controlling the securities 
which it might issue. 
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There is nothing comparable to section 14. 

Senator Wittiams. Wait a minute. You say you have nothing in 
the ICC that compares with section 13 ? 

Mr. Baker. That is, no specific provision in the act comparable to 
this. ‘The Commission, as I have indicated, has very broad discre- 
tion in exercising its jurisdiction under section 20a or section 5 or 
section 20b. 

Senator Witu1aMs. In other words, it could with its broad discre- 
tion do what is provided for in section 13, but is not required to ? 

Mr. Baxer. It could assert control over it, I would say. It prob- 
ably could not control the situation to the extent the SEC could. 

Senator WiiuiaMs. I see. In other words, it could not require a 
vote of the majority of its outstanding securities to accomplish the 
ends described in section 13? 

Mr. Baker. Well, for example—— 

Senator WituiaMs. Yes, for example now, could the ICC require 
vote of the majority of the securities if, as under section 2, the com- 
pany was going to borrow money, issue senior securities, et cetera, as 
described in that section ? 

Mr. Baker. Yes, it might deny the application in the event it ap- 
peared that a vote should be required and that the vote had not been 
taken. They would have that power I would say. 

Senator Wini1aMs. It would have the power to require a vote of 
the security holders? 

Mr. Baker. I would say so; yes. 

Senator WILLIAMs. But it is not required to have a vote? 

Mr. Baker. No. 

Senator WitiiAMs. I see. 

Mr. Baker. There is no mandatory provision in the law. 

Senator WituiaMs. I see. 

Mr. Baker. I might refer to the provision of the act. Paragraph 
3 of section 20a provides that— 

The Commission shall have power by its order to grant or deny the application 
as made, or to grant it in part and deny it in part, or to grant it with such 
modifications and upon such terms and conditions as the Commission may deem 
necessary or appropriate in the premises and may from time to time, for good 
cause shown, make supplemental orders in the premises * * * 

So the Commission’s power— 

Senator WiiuraMs. There is no legislative direction to the ICC, 
however, as to what it should require ? 

Mr. Baker. Not specifically. The Commission is required before 
it may approve an issue to make these findings: That the issue of or 
assumption of obligation on a security— 


(a) is for some lawful object within its corporate purposes— 


the applicant’s corporate purposes— 


and compatible with the public interest, which is necessary or appropriate for or 
consistent with the proper performance by the carrier of service to the public as a 
common carrier, and which will not impair its ability to perform that service, 
and 


(b) is reasonably necessary and appropriate for such purpose. 

Senator Witu1ams. What was the date of the enactment of the In- 
terstate Commerce Act ? 

Mr. Baxer. I did not understand you. 
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Senator Witit1ams. What was the date of enactment of the Inter. 
state Commerce Act ? 

Mr. Baxer. It was in 1887 the Interstate Commerce Act was first 
enacted. However, the Commission was first given jurisdiction over 
securities in 1920, the Transportation Act of 1920. 

Senator Witurams. I wonder if you could furnish us with—let’s 
see if this is feasible—the original language dealing with securities 
and the authority of the ICC as contained in the 1920 amendment and 
all later amendments dealing with the ICC and its jurisdiction with 
respect to the securities ? 

Is that a request that would be too burdensome ? 

Mr. Baxer. There has been no substantial amendment insofar as 


the poverneeny. I have mentioned is concerned. The jurisdiction 
has been expanded. At first it applied only to railroads, and sub- 


sequently it was extended to motor carriers, and it has also been 
extended under section 5(3) whereby the Commission may subject 
noncarrier companies who acquire control of carriers to the provi- 
sions of section 20a. 

Senator Witu1aMs. I will tell you what I am trying to find out here, 
and I think it would be helpful if the record showed this. I want to 
find cut whether your securities jurisdiction and the requirements 
under it reflected any of the experience of the 1920’s and the 1930's 
that created the climate and atmosphere that gave us the Securities 
Act, the Securities and Exchange Act, the Investment Company Act, 
and all of the other acts that we are here involved with. 

I wondered if motivation for those pieces of legislation reflected 
any change in your requirements. 

Mr. Baxer. In the statutory requirements I would say no, because 
the requirements in the statute are very broad and flexible. I would 
say that certainly the Commission in exercising its jurisdiction under 
the statute has been conscious of the change of times. 

Senator WixuiAMs. If you could submit the changes that have oe- 
curred, if any, since the amendment of 1920, we would like to have 
that for the record. 

Mr. Ginnane. Mr. Chairman, may I add a partial response to your 
inquiry ? 

Senator WitxraMs. Yes, sir. 

Mr. Ginnane. One of the factors that led to enactment in 1920 of 
section 20a of the Interstate Commerce Act was the same sort of finan- 
cial abuses in the railroad industry which later in industry as a whole 
led to the enactment of the securities legislation now administered 
by SEC. 

The legislative history of section 20a simply bristles with reference 
to the financial scandals in the early 1900’s in the case of such rail- 
roads as New Haven and Rock Island. 

It was the congressional reaction to the same sort of thing which 
later led to the enactment of the broader securities legislation. In 
fact, section 20a was the first Federal securities legislation. 

Senator Witurams. Thank you. 

Mr. Baxer. I might have difficulty in complying with your request. 
It would only be reflected by the various decisions of the Commission 
over a period of time. I could not point to any one decision, for 
example, as constituting necessarily a change. The Commission has 
dealt with various situations as they arose. 
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Senator Wiu1aMs. I am sure you have further comments of com- 
parison of your jurisdiction and how you exercise it with the SEC’s 
rocedures under the Investment Company Act, and if you could sup- 
ply us with that for the record I would appreciate it, Mr. Baker. Will 
you do that? 
~ Mr. Baker. Very well, sir. (See appendix, p. 554.) 

Senator Wiu1aMs. The Senate is in session right now. I think 
we would probably like to cut the oral part of your testimony off at 
this point unless you have anything further to offer that you think 
is important at this time. 

Mr. Baxer. I think, for the sake of completeness—I mentioned a 
moment ago the findings which the Commission is required to make 
in connection with issues of securities by carriers. There is an addi- 
tional finding which applies to noncarriers which control carriers. 
That is contained in paragraph 3 of section 5, and I might read that: 

In the application of such provisions of section 20a and of section 214, in case 
of any such person— 
which refers to a noncarrier person— 


the Commission shall authorize the issue or assumption applied for only if it 
finds that such issue or assumption is consistent with the proper performance 
of its service to the public by each carrier which is under the control of such 
person, that it will not impair the ability of any such carrier to perform such 
service, and that it is otherwise consistent with the public interest. 

I should be very happy to submit further comments along the line 
you have suggested, sir. 

Senator Witt1ams. Thank you, Mr. Baker. If you also could give 
us, if it is available, the opinion of the ICC Commissioners in con- 
nection with the stock issue you referred to in 1955, if that is avail- 
able ? 

Mr. Baxer. The Alleghany. 

Senator Witu1ams. Whatever the issue was. 

Mr. Baker. I understand, sir. 

Senator WituiaMs. Fine. We will ask the SEC for their opinion 
in the same case, and then the record will be clear on the difference 
of approach of the two Commissions on the same issuance of a security. 
(See p. 568.) 

Thank you very much for your help here and indulgence with these 
questions, 

Mr. Baker. I appreciate your courtesy, sir. 

Senator Witu1aMs. This concludes the hearings for this morning. 
We will recess until 10 o’clock tomorrow morning in this room. 

(Whereupon, at 11:33 a.m., the subcommittee recessed, to reconvene 
at 10 a.m., Thursday, June 25, 1959.) 
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THURSDAY, JUNE 25, 1959 
U.S. SENATE, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 
The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10:10 a.m., Senator Harrison A. Williams, Jr. 
(chairman of the subcommittee), presiding. 

Present : Senator Williams. 
Senator Wiiu1ams. The subcommittee will come to order, and we 
will ge our consideration of the various proposals offered by 

the SEC. 

Our first witness this morning is Mr. James B. Gray, general coun- 
sel of the New York Central System. Glad to have you here, Mr. 
Gray. You may proceed. 


STATEMENT OF JAMES B. GRAY, GENERAL COUNSEL, NEW YORK 
CENTRAL RAILROAD CO. 


Mr. Gray. If the committee please, my name is James B. Gray and 
Iam general counsel of the New York Central Railroad Co. with offices 
at 466 Lexington Avenue, New York, N.Y. I am appearing today in 
opposition to section 7 of S. 1181 which would amend paragraph (9) 
of section 3(c) of the Investment Company Act of 1940 so as to au- 
thorize the Securities and Exchange Commission by order to remove 
the present exception from that act for certain companies now subject 
to regulation under the Interstate Commerce Act. The amendment 
would permit the Securities and Exchange Commission to subject to 
regulation by it under the Investment Company Act, in addition to 
regulation by the Interstate Commerce Commission under the Inter- 
state Commerce Act, a company primarily engaged in the business of 
investing, reinvesting, owning, holding, or trading in securities. 

The New York Central is not such a company and, as far as I know, 
nobody intends to change the congressional policy against dual regu- 
lation as far as railroads and railroad systems are concerned. How- 
ever, if, as does appear to be a purpose of the proposed amendment, 
Alleghany Corp., the parent company of the New York Central Sys- 
tem, becomes subject to SEC jurisdiction under the Investment Com- 
pany Act, one of the effects of the amendment would be to make the 
companies comprising the New York Central System also subject to 
extensive regulation by the SEC, in addition to the regulation to which 
those companies are now subject under the Interstate Commerce Act. 
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Our concern is not as to the effect of the amendment on Alleghany 
Corp., but as to the effect on the New York Central Railroad Co, 
and its system companies. It is this latter effect which prompts this 
Sti os 

The New York Central Railroad Co. is the parent carrier of a 
system of companies primarily engaged in the transportation busi- 
ess and not in the business of investing, reinvesting, owning, holding, 
or trading in securities. The proposed amendment would not sub- 
ject the New York Central Railroad Co. or any of the companies 
in its system to regulation under the Investment Company Act as 
an investment company. However, the New York Central and, 
through it, its system companies are controlled by Alleghany Corp. 
and if, through the proposed amendment, Alleghany is br ought with- 
in the Investment C ompany Act, the Securities and Exchange Com- 
mission would have the power under section 17 of that act, to regulate 
transactions involving members of the Central system and other af. 
filiated carriers which are alre: idy subject to regulation by the Inter- 
state Commerce Commission. 

In its memorandum in support of section 7, the Securities and Ex- 
change Commission names Alleghany Corp. “as the most significant 
case In point.” There seems no doubt, therefore, that if section 7 
becomes law, the Securities and Exchange Commission would make 
the necessary findings and order to subject Alleghany Corp. to the 
Investment C ompany Act. 

Section 17 of the Investment Company Act places restrictions upon, 
and grants the power to the Securities and Exchange Commission to 

regulate, 1 various interaffiliate transactions, i.e., transactions involvi ing, 
on the one hand, companies controlled by a registered investment 


| 


company (in addition to the registered company itself and its pro- | 


moters or underwriters), and, on the other hand, persons affiliated with 
the investment company or affiliated persons of such persons. The 
breadth of this power to regulate can be measured by the persons it 
can reach; its depth, by the transactions it covers. 

First, as to the controlled companies, Alleghany controls Central 
through the control of 17.5 percent of the voting power of its out- 
standing stock and as the result of a proxy fight in 1954. The Inter- 
state Commerce Commission has found that such control exists and 
there is no doubt that Central would be found to be a controlled com- 
pany within the meaning of the Investment Company Act. 

The New York Central System is made up of more than 50 carriers 
subject to the Interstate Commerce Act. Some of those carriers are 
jointly controlled with other railroads, but 31 are controlled solely 
by the Central and thus indirectly by Alleghany. For example, 
one of those controlled subsidiaries is the Pittsburgh & Lake Erie Rail- 
road Co., a class I railroad which in 1958 had gross revenues of $31, 
242,074. These carriers would also be companies controlled by Alle- 
ghany Corps. within the meaning of the Investment Company Act. 

The carriers thus controlled by ‘Central & Alleghany would in each 

case also be persons affiliated with Alleghany. There are in addition 
31 carriers affiliated with Central through stock owned by Central 
which, through Alleghany’s control of Central, are persons affiliated 
with Alleghany. Included within those companies are such well- 
known companies as Railway Express Agency, Inc., the Pullman Co., 
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the Reading Co., Delaware, Lackawanna & Western Railroad Co., and 
the Illinois Terminal Railroad Co. 

The third class of affiliated companies of a company affiliated with 
Alleghany would be a long list including the major railroads of the 
United States. Joint ownership of terminal or switching carriers is 
commonplace in the railroad industry. For instance, the ‘stock of the 
Illinois Terminal Railroad Co. is owned in equal shares by 11 class I 
railroads. Each of the 11 carriers, 1 of which is the New York Cen- 
tral, owns one-eleventh of the company. Inasmuch as the Llinois 
Terminal Railroad Co. is an affiliate of Alleghany within the meaning 
of the Investment Company Act, each of the other 10 railroads are 
affiliated persons of that affiliate. The 10 railroads are: Illinois Cen- 
tral; Wabash; Baltimore & Ohio; Chicago & Eastern Illinois; Chi- 
cago, Burlington & Quincy; Chicago, Rock Island & Pacific; Gulf, 
Mobile & Ohio; Litchfield & Madison ; New York, Chicago & St. 
Louis; and St. Louis & San Francisco. 

The Sante Fe, Southern Pacific, Pennsylvania, Erie, Lehigh Valley, 
New Haven, Union Pacific, Northwestern, Milwaukee, Missouri 
Pacific, Souther n, Louisville & Nashville, and others could be added 
to the list in the same manner. The large number of railroads, the 
transactions of which could be reached with the regulatory power un- 
der section 17, illustrates the breadth of that power. 

I do not mean to imply that the transactions of the Central would 
come within the interaffiliate power of the SEC only in connection 
with these large carriers that I have named. The carriers in the 
Central sy stem itself engage in transactions daily of the type com- 
mon in the railroad industry, with the New York Central. The every- 
day transactions and arrangements between carriers of the railroads 
of the United States also occur between carriers within the New 
York Central system itself. 

The scope of the transactions which could be regulated under sec- 
tion 17 is just as broad. Under paragraph (a) none of the carriers 
I have mentioned or any company in the New York Central system 
could sell to or purchase from the New York Central Railroad Co., 
or a company controlled by it, any property, except certain securit ies, 
unless the Securities and Exchange Commission approved such trans- 
action upon application and after evidence. If Central is subjected to 
section 17, it would mean that without such approval the New York 
Central could not purchase the assets of one of its subsidiary carriers 
to effectuate a corporate simplification without SEC, a transaction 
which, of course, would also have to be approved by the Interstate 
Commerce Commission. Similarly, without SEC blessing, it would 
be unlawful to have sales or purchases of new or used engines, cars, 
equipment, rails, or other railroad property, including branch lines 
or spur lines, even though, insofar as the property involved was prop- 
erty used for transportation purposes, it would require the approval! 
of the Interstate Commerce Commission under section 5 of the Inter- 
state Commerce Act. These are not isolated examples. Carriers 
frequently purchase properties from one another. The sale of prop- 
erty between members of the Central system is an ordinary occur- 
rence, But this power to regulate goes even deeper. 

Under subparagraph (d) “of section 17, the Securities and Exchange 
Commission would have the power, if section 7 of the bill is passed, 
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to regulate any transaction in which any of the many carriers I have 
mentioned, or any of the members of the New York Central System 
is a joint or a joint and several participant with the New York Cen- 
tral, the Pittsburgh & Lake Erie, or any other company controlled 
by the New York Central. There are innumerable transactions occur- 
ring daily which would fall within that regulatory power. New 
York ¢ ‘entral handles shipments every day under joint rates with the 
other carriers [ have named, and e: ach of those carriers is a joint par- 
ticipant in the transaction. The revenues received are divided ac- 
cording to divisions jointly established. The carriers join together 
in establishing per diem rates for the payment to the car owner for 
the use of cars. Central’s cars move daily on the railroads of those 
other carriers and their cars are used daily by Central. Central par- 
ticipates with the other railroads in pooling arrangements. The 
financing of jointly owned terminal facilities and switching com- 
panies is frequently done by the terminal or switching company issu- 
ing bonds guaranteed by their proprietory companies. Central 
jointly participates in such transactions with the affiliated companies 
I have named. 


All of such transactions could be made the subject of rules and | 


regulations by the Securities and Exchange Commission if section 7 
were passed, and indeed, the Commission has adopted rule N-17D-1 


which would require prior approval of most of such transactions. | 


Such transactions are presently subject to regulation by the Interstate 
Commerce Commission under the Interstate Commerce Act. 

Other examples could be given, but the ones I have named are 
sufficient to show that the regulatory power which would be lodged 
in the Securities and Exc hange Commission by section 7 of S. 1181 
would cover transactions vital to the daily operations of the New 
York Central. I would like to add also that section 12 of the Invest- 
ment Company Act would place restrictions on Central and other 
controlled companies in the Central system. 

The dual regulation which would result if section 7 becomes law 
would create an intolerable burden on the New York Central. In 
addition to being subject to the all-pervasive regulatory power of the 
Interstate Commerce Commission, as well as regulatory commissions 
in each of the States in which it operates, it would be subjected to yet 
another set of regulatory rules of conduct. On the one hand, its con- 
duct would be examined in the light of the national transportation 
policy by a body having expertise in transportation; on the other 
hand, a body lacking familiarity with transportation would examine 
proposed transactions in an entirely different light, the policy and 
purposes of the Investment Company Act. 

There is no sound justification for increasing the present exten- 
sive regulatory control over the New York C entral system by sub- 
jecting transactions to which it is a party to more recul: atory con- 


_ 


trol, which would be inapplicable to other railroads and competitors | 


if a member of the Central system is not a party to the transaction. 
Such additional, and in many instances, dual regulation would fur- 
ther weaken Central’s ability to meet its competition at a time when 
its competitive position should be strengthened, not weakened. 

The Securities and Exchange Commission itself does not appear to 
have intended that any carrier be subjected to dual regulation. In 
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its memorandum in support of S. 1181 it accepted expressly as a basic 
premise that— 

the intent of section 3(c)(9) in providing an exception from the act was to 
avoid subjecting a railroad or a railroad holding company to dual regulation 
under both the Interstate Commerce Act and the Investment Company Act. 
Apparently, the frequency and the scope of interaffiliate transactions 
in the railroad industry was overlooked. 

Congress has established a policy of avoiding dual regulation, and 
there appears to be no valid reason why that policy should now be 
changed. The statute itself should protect against such dual regula- 
tion. It is no answer to say that the Securities and Exch: ange Com- 
mission could exempt any person, security, or transaction from the 
act or refrain from adopting rules and regulations applicable to inter- 
affiliate transactions. If the power is granted in the statute, the duty 
to administer that power, and the temptation to exercise it, is ever 
present. 

A few days ago, I believe it was at the last hearing, a suggestion 
was made that perhaps the jurisdiction over Alleghany Corp. could 
be separated between the ICC and the SEC. As far as the New 
York Central Railroad is concerned, if Alleghany is required to be- 
come a registered investment company under the Investment Com- 
pany Act ‘of 1940, this effect of the interaffiliate transaction would 
lodge upon the New York Central Railroad Co. 

Senator WitiraMs. I missed that last, Iam sorry. 

Mr. Gray. The interafliliate transaction regulatory power would 
apply to the New York Central if Alleghany becomes a registered in- 
vestinent company for any purpose or for any part of the act. 

S. 1181 should be amended by deleting section 7. 

Senator Wittrams. Thank you very much, Mr. Gray. Your state- 
ment certainly opens the way to a lot of inquiry and a lot of new 
thought. Of course, all is not dark around here these aoa for the 
New York Central System and other railroads, or at least tempo- 
rarily it is bright. As you know, the Senate Finance Committee re- 
moved the 10 percent excise tax on railroad tickets, and today we 
will have a chance to vote on it in the Senate. We are very hopeful 
that we will be able to maintain the amendment. Though things 
might be dark again tomorrow. 

Mr. Gray. Thank you. 

Senator WitiiaMs. I have a few questions, if you will remain with 
us. 

How long have you been general counsel for the New York Central 
System / 

Mr. Gray. Since 1956, 

Senator Witiiams. Were you with the system prior to that ? 

Mr. Gray. Yes, I was with the New York Central since 1951. 

Senator Winutiams. You have been with them, then, through the 
change of ownership ? | 

Mr. Gray. Lhave. Tama carryover. 

Senator Wittiams. You have seen the stormy days. 

Mr. Gray. Yes. ganar 

Senator Wittiams. You mentioned only two sections of the Invest- 
ment Company Act that you felt would have a serious effect on the 
New York Central System. Section 17, and, parenthetically, you 
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mentioned section 12. If the SEC does gain the jurisdiction that it 
seeks through its proposal in section 7 of the bill, are these the only 
two sections that you feel would have an effect on New York Central ! 

Mr. Gray. My testimony was directed toward the direct effect of 
the Investment Company Act on the New York Central. There, of 
course, is always the indirect effect of the regulation of Alleghany 
upon the New York Central and its system because of the parent rela- 
tionship of Alleghany to that system. By that I mean that if through 
the regulation of Alleghany situations are created whereby they are 
controlled for the purposes of the Investment Company Act, it may 
not be consistent with the indirect effect upon the New York Central 
and its regulations under the Transportation Act, in furtherance of 
the transportation policy. 

What I am thinking of—and this is an indirect effect which I did 
not cover—if Alleghany is brought in and regulated by the SEC, 
there may come a time when their regulation for the benefit of the 
investors and Alleghany may not be consistent with the regulation 
of the New York Central for the transportation policy set forth in 
the Interstate Commerce Act. There will be that indirect effect. 
But as far as the direct effect is concerned, in reading the Investment 
Company Act I found that the only place that we would be directly 
affected would be as a controlled company, and the Investment Com- 
pany Act has restrictions on controlled companies only in sections 
12 and 17. 

Senator WinitaMs. Isee. You have described completely the effect 
you imagine of the imposition of section 17, but I was not clear as 
to just what the effects in your judgment would be as to section 12. 

Mr. Gray. Section 12 has a direct restriction against purchase of 
certain securities and certain companies, such as an investment com- 
pany, an insurance company, and underwriter’s dealers, that sort. 
There would be a limitation upon the New York Central as a con- 
trolled company to invest in or purchase parts of those businesses. 
As far as I know, there is no plan in the New York Central so to do, 
but it is another restriction on the New York Central as to the law 
stating what it could not do. 

Senator Wiiuiams. I see. You have described the maze of affilia- 
tion of New York Central with scores of other companies, and I re- 
ceived the impression that the relationship between New York Central 
and these numerous other companies was a relationship that went 
to transportation matters exclusively. Is that a proper assumption 
on my part 4 

Mr. Gray. In the affiliation that we have with outside railroad 
companies that is true. We do have companies within our central 
system which are not technically carriers within the Interstate Com- 
merce Act but yet are used as part of the New York Central family 
of corporations in its business. 

Senator Witi1ams. Could you name a company and describe this? 

Mr. Gray. Yes. For instance, we have one corporation that has 
the exotic name of Exotic Enterprises, Inc., which is a company that 
holds presently a part of a railroad that was purchased after the 
receiver's sale of the New York, Ontario & Western. That company 
was placed in this land company pending the necessary approval of 
the Interstate Commerce Commission to bring it into the New York 
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Central system. At the present time that company owns the railroad 
from Fulton to Oswego, formerly owned by the New York, Ontario 
& Western. We are in the proecss of purchasing that from that land 
company. But there is a company technically that is not a carrier 
within the meaning of the Interstate Commerce Act, but yet is used as 
a vehicle in the overall operations of the central system. _ 

Senator Witi1aMs. But it still relates to transportation matters? 

Mr. Gray. Still relates to transportation, that is right. 

Senator WixuraMs. I had a letter from, a lady yesterday, and she 
was giving me all of the reasons wer the national farm policy that 
we live under is bad, and one of the things she said was that the New 
York Central got $13,000 for not planting wheat. Do you have any 
farms on the line? 

Mr. Gray. Not that I know of. Nor have I seen the check for 
$13,000. 

Senator WitiraMs. Good. I will reply to her now. 

Are all of the transactions with your affiliates regulated or ap- 
proved by the ICC, or does the ICC have jurisdiction of them? 

Mr. Gray. The ICC jurisdiction does not extend to every transac- 
tion between all affiliates in the New York Central family of corpo- 
rations. 

Senator Witu1aMs. It does not ? 

Mr. Gray. It does not. There are minor transactions and transac- 
tions that Congress, under the Interstate Commerce Act, did not 
require prior approval by the Interstate Commerce Commission. For 
instance, the sale of land that is not used for transportation purposes, 
the sale of excess, surplus rails that we may have that are reusable that 
we take up from, a line on the New York Central where they are 
needed, for instance, on the Pittsburgh and Lake Erie. If this rail 
is not being used for transportation purposes, is surplus in Central’s 
account, we can sell that rail without ICC approval to the Pittsburgh 
& Lake Erie. We are subjected in that case to regulation under the 
Clayton Act that requires that it be—— 

Senator WinuraMs. Is it basic to the problem that you feel there 
is the definition of “affiliate” within the bill? 

Mr. Gray. The direct effect basically on the New York Central 
comes from its being a controlled company within the meaning of 
the Investment Company Act. 

Senator Wirx1ams. Beyond that you feel the SEC jurisdiction 
would go deeply into your transportation areas because of the defini- 
tion of “affiliation,” is that right? 

Mr. Gray. Yes. The Investment Company Act in these inter- 
affiliate transactions will affect the New York Central Railroad Co. as 
leng as the New York Central Railroad Co. is deemed to be a con- 
trolled person within the Investment Company Act, or any of the 
companies controlled by the New York Central are deemed to be 
a controlled company within the meaning of the Investment Company 
Act. 

Senator Wiitiams. I am sure you are familiar with the motiva- 
tion behind the Investment Company Act, and you are certainly 
familiar with the powers of the SEC under the act in its regulation 
of investment companies. I wonder—we have had discussion many 
times on this—whether the ICC has similar powers, comparable pow- 
ers, in the area of securities that the SEC has. 











222 SEC LEGISLATION 


Mr. Gray. I have not practiced over the years under the Invest- 
ment Company Act. I have been in the railroad business for almost 
all of my professional life, but my practice has been devoted to trans- 
portation. However, I have aa the Investment Company Act, 
and in reading it I did get certain impressions in its relationship to 
the type of regulatory power under the Interstate Commerce Act. I 
think basically the difference is that in the Investment Company Act 
the standards are more specific on what can and cannot be done. In 
the Investment Company Act it says that a certain thing may be done 
or may not be done and then gives the SEC power to relieve from 
certain of these restrictions. 

Under the Interstate Commerce Act the standards are very broad, 
and the Interstate Commerce Commission has the power under those 
broad standards to effectuate purposes of the transportation policy. 
For instance, a transaction that needs approval would go to the 
Interstate Commerce Commission on a broad standard such as “in 
the public interest,” or “is it reasonable?” And then the Interstate 
Commerce Commission has very broad discretion and power within 
that broad standard to regulate the activities of the regulated com- 
pany. For instance, in the power over the issuance of securities, they 
have very broad powers to impose terms and conditions which can 
control the financial structure of the company being regulated. They 
also, under section 5, have broad powers under which they can control 
the corporate setup of the system or the controlled companies. 

I think the powers of the Interstate Commerce Commission are 
much broader than the powers of the SEC under the Investment 
Company Act, the distinction being one act is more specific to accom- 
plish the stated purpose, the other one is more for regulatory power 
with discretion in the administrative body. 

Senator Witu1aMs. Is it your basic fear that bill, if enacted, would 
put the SEC deep into transportation matters ¢ ; 

Mr. Gray. I do not believe SEC could administer the bill on the 
day-by-day transactions that would be subject to section 17 of the act 
if this amendment were passed. I think it would be a physical im- 
possibility. I think my staff on the New York Central would have 
to be doubled or perhaps tripled, because we would be down before 
the SEC daily with large numbers of transactions, unless the SEC, 


by broad general exemption, cut them out. I do not think, from the | 


SEC’s presentation, that they desire or want to regulate transporta- 
tion matters of the New York Central system. 

Senator Witit1ams. But you feel that there would be jurisdiction 
if this section were adopted ¢ 


Mr. Gray. Senator, it is a case of I want to be controlled by law. 


Tf this is adopted, the law will say that the jurisdiction is there, and 
it then would be the SEC that could determine whether or not or 
when or at any time I may be subjected to that jurisdiction. I think 
that in our Government if the regulation of the New York Central 
system under the SEC act is not desired or needed, I should be ex- 
cluded by law rather than by an exemption from the administrative 
body. 
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Senator Wintiams. Will you concede that the situation is different 
between Alleghany’s relationship with you, New York C entral, and 
Alleghany’s RpeneneeD with Investors Diversified Services? 

Mr. Gray. I am not sure I understand your question, sir. 

Senator WILLIAMS. Alleghany is the owner of an investment com- 
pany; its primary activity is that of an investment company ; is it 
not ¢ 

Mr. Gray. I do not — enough about Alleghany’s workings to 
answer that question. I don’t work for them. I prefer that you wait 
for Mr. Wallace. 

Senator Wittiams. Are you familiar with the fact that Investors 
Diversified Services came under the Alleghany tent some years ago? 

Mr. Gray. That I know, yes, sir. 

Senator Winu1ams. And that its part of Alleghany’s operation is 
purely investment company and has nothing to do with railroads? 

Mr. Gray. That I understand. They may have some investments 
in railroads, but I don’t know their portfolio. 

Senator Wiuiams. I just wondered if you would concede that there 
is a difference between Alleghany with respect to its pure investment 
company activity and Alleghany with respect to its 17-percent interest, 
which is control, of New York Central. 

Mr. Gray. Yes, that is a difference. 

Senator Witirams. And if there is this difference, I wonder if you 
would feel better about the bill and section 7 of the ‘proposal if there 
were an amendment that would make it clear that the Investment 
Company Act would not go into your relationships in transportation 
matters with all of your affiliates ? 

Mr. Gray. I would certainly feel better if it did that. I would 
think that I should also state, though, that there is still this indirect 
effect. I cannot give a specific example, but if there comes a time 
when, through regulation for the benefit of the investors in the Alle- 
ghany Corp., certain money is needed, I would like to have the control 
such that before they take the money from me it is tested under the 
national transportation policy of the Interstate Commerce Act rather 
than the purposes of the Investment Company Act. 

Senator Witirams. You feel that at some point there might be a 
conflict between the interests of the investors and the transportation 
policy of your system ? 

Mr. Gray. I think that is possible. 

Senator Wiiuiams. All right, I think that is all I have. Thank 
you very much, Mr. Gray. It was extremely interesting and helpful 
testimony. 

Mr. Gray. Thank you. 

Senator WittiaMs. Our next witness is David W. Wallace, executive 
vice president of a company that has been mentioned here a few times, 


Alleghany Corp. 
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STATEMENT OF DAVID W. WALLACE, EXECUTIVE VICE PRESI- 
DENT AND DIRECTOR; THOMAS J. DEEGAN, CONSULTANT; AND 
DAVID HARTFIELD AND MORTON MOSKIN, OF COUNSEL, ALLE- 
GHANY CORP., NEW YORK, N.Y. 


Mr. Watxace. Good morning, my name is David W. Wallace. I 
am the vice president of and a director of Alleghany Corp., with offices 
at 203 Park Avenue, New York City. 

With me today, sitting beside me, is Mr. Thomas J. Deegan, former 
officer in New York Central and former officer and director of Chesa- 
peake & Ohio Railroad and Alleghany Corp., and former director of 
Investors Diversified Services, and presently consultant to Alleghany 
Corp. and the New York Central in the area of public affairs. Also 
present with me today are Mr. David Hartfield and Mr. Morton Mos- 
kin of the law firm of White & Case, New York City, who are 
Alleghany Corp.’s counsel. 

Senator Wituiams. Distinguished men. Thank you, Mr. Wallace. 

Mr. Watuace. I think I need their help. 

At the outset, I wish to thank this subcommittee for the privilege 
of appearing here today to address myself to one of the sections of 
the proposed bill, S. 1181. If passed, section 7 of this bill would sub- 
ject Alleghany Corp., of which I am an officer and director, to the 
discriminatory and impossible burden of double and conflicting regu- 
lation by two powerful Federal agencies—not only the Interstate 
Commerce Commission—but also the Securities and Exchange Com- 
mission. Section 7 of this bill is designed to modify the provision now 
contained in the Investment Company Act excepting from the defini- 
tion of an investment company for the purpose of that act any com- 
pany now regulated under the Interstate Commerce Act by the Inter- 
state Commerce Commission. 

{ would like to say at this time we are for regulation but not stran- 
gulation. We wish to be regulated by one agency, not two. It is un- 
fair to subject us to dual and conflicting regulation. If Congress 
feels that. the corporation which controls the second lar gest railroad 
in the country should not be regulated by ICC, then let it be SEC, but 
not SEC and ICC. 

Alleghany is currently excepted from the definition of an invest- 
ment company by the present section 3(c) (9), because Alleghany is 
regulated—and as I shall show you, regulated to the hilt—by the ICC. 
Only recently has the U.S. Supreme Court—not once, but twice, in 
1957 and again in 1958—held Alleghany to be properly subject. to 
regulation by the ICC. Only recently the SEC told the U.S. Su- 
preme Court that the very congressional purpose of the section they 
would now like amended was to prevent conflicting and confusing 
jurisdiction between itself and ICC. 

Alleghany, which SEC calls an investment company, is an invest- 
ment company only in the sense that its assets consist of securities, but 
it is first and foremost, now and historically, a railroad holding com- 
pany. This is the reason it is now regul: ited by the Interstate Com- 
merce Commission—the agency which, unlike the SEC, understands 
railroading problems and their impact on the investing public. 

Many arieties of companies which invest in securities are not 
regulated under the Investment Company Act, and like Alleghany 
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are instead subject to other regulatory bodies. In each case there is a 
logical reason for regulation other than SEC’s Investment Company 
Act regulation. 

Don’t be misled that if you put us under SEC’s Investment Com- 
pany Act jurisdiction, there will be no companies whose principal 
business is investing in securities which will remain outside of the 
scope of the Investment Company Act. There are paragraph after 
paragraph of exemptions for thousands of different companies in- 
vesting in securities written into the Investment Company Act itself. 
There are even especially created exemptions which the SEC, by vir- 
tue of is discretionary powers, can create for companies not exempted 
by congressional mandate. If the Congress wants to reconsider its 
policy and subject all companies which invest in securities to the In- 
vestment Company Act jurisdiction of SEC that is one thing. It is 
quite another to single out one of the thousands of exempted com- 
panies for this double regulation. 

Mr. Gadsby, Chairman of the Securities and Exchange Commission, 
has already testified before the House Subcommittee on Commerce and 
Finance that section 3(¢c) (9) as now written— 

* * * nrovides an excuse for corporations which are essentially investment com- 

panies rather than railroad holding companies to escape regulation under the 
Investment Company Act by subjecting themselves to regulation under the 
Interstate Commerce Act. 
And he describes ICC regulation as “a more limited type of regula- 
tion.” To demonstrate the supposed desirability of this amendment he 
cites what he understands to be situations involving two companies, 
Alleghany Corp. and the American-Hawaiian Steamship Co. 

I cannot speak from direct knowledge as to the situation of Ameri- 
can-Hawaiian Steamship Co., but as 1 understand it, this company is 
already within SEC’s Investment Company Act jurisdiction, having 
registered under the act on February 24, 1959. 

It is my belief that the only company to which this amendment 
would apply is Alleghany Corp. In short, this is a bill of attainder 
directed solely against Alleghany Corp. It is nothing but an attempt 
on the part of the SEC to extend its power in an area where it is igno- 
rant. The result would be the conflicting and confusing dual regula- 
tion which section 3(c)(9) was designed to prevent, as the SEC has 
admitted to the U.S. Supreme Court. Were it not for this conflict 
and confusion, I would not presume upon your time to discuss this 
bill. 

Now I would like to interpolate. Senator Javits asked the SEC 
whether it would not be possible to work out an arrangement to give 
ICC jurisdiction over Alleghany in respect to its carrier investments 
or investment policies and SEC jurisdiction over Alleghany’s non- 
carrier investments or investment policies. We suppose the reason 
why no response to this proposal has as yet been forthcoming from 
SEC can be found in the testimony of Mr. Joseph Woodle of the SEC 
before this subcommittee last week. You will recall that he testified 
that SEC has no desire to impede the managerial functions of the 
boards of directors of investment companies, nor to dictate their pol- 
ley. Mr. Woodle said SEC is satisfied to leave investment companies 
free to determine their investment objectives. On the other hand, if 
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what is meant is that SEC should regulate Alleghany’s conduct with 
respect to its most important noncarrier situation, the present act 
already achieves this result. Alleghany’s investment in Investors’ 
Diversified Services is cited by SEC as its reason for the proposed 
amendment. Yet, IDS, its affiliates and subsidiaries, are already 
thoroughly and completely regulated under the Investment Company 
Act and so, indeed, is Alleghany’ s conduct with relationship to these 
companies. 

Let it be understood by all that neither Alleghany nor its manage- 
ment seeks, as SEC intimates, an excuse or any escape from proper 
regulation. It is not as though we are free to subject ourselves, as 
SEC has suggested, to the regulation of one agency in preference to 
another. 

Today, 62 percent of Alleghany’s investments on a cost basis are in 
the stock of the New York Central Railroad Co. which operates a 
railroad system comprised of over 50 carriers, and the Missouri Pacific 
Railroad Co. Indeed, Alleghany controls the Central, the second 
largest railroad system in the United States. 

It is difficult to see how Alleghany can be other than a railroad 
holding company, having invested 62 percent of its funds in rails. 
So long as we retain our “dominant interests in the railroad industry, 
we have no choice but to be 1 ‘egulated by the Interstate Commerce 
Commission, which Congress has designated as expert in the national 
transportation field. 

SEC would have you believe that the effect of this amendment 
will be nothing more than to subject Alleghany to the jurisdiction 
of both ICC and SEC under the Investment Company Act. This is 
not the fact. 

If the proposed amendment is adopted, ultimate jurisdiction over 
Alleghany will transfer to the SEC, which is entirely without experi- 
ence in dealing with either the financial or operating problems of 

carriers or carrier holding companies. This shift of ultimate power 

will come about, although the SEC neglected to disclose this fact in 
its testimony before this Senate subcommittee or the House sub- 
committee, because section 50 of the Investment Company Act. pro- 
vides that in all cases of conflict with the jurisdiction of other com- 
missions under other statutes, the Investment Company Act. shall 
control. SEC will not have a mere veto power, but to the extent 
any findings and orders it makes may conflict with those made by 
the ICC, the SEC’s inexpertness will prevail. 

Alleghany neither is now nor wishes to be free from all SEC regu- 
lation. Alleghany is currently properly regulated to a large extent 
by SEC. But such regulation is now only in areas where there is 
no conflict with ICC—a conflict necessarily resulting if the present 
bill is passed. As in the case of all public ‘ly held companies having 
securities listed on a national securities exchange, SEC regulates 
Alleghany pursuant to its powers under the Securities Exc hange Act 
of 1934 and the Securities Act of 1933. I would say at this. point 
just to clarify, there are some exemptions from the 1933 act to 
Alleghany because of its ICC regulation, again designed to prevent 
conflict with ICC in the issuance of securities. Indeed, since 1934 
no communication to our stockholders calling for any action on their 
part has been made without SEC having first processed it. 
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Alleghany owns stock, representing 1.4 percent on a cost basis of 
its total portfolio, in a regulated investment company, Investors 
Diversified Services, Inc. Alleghany’s relationships with IDS are 
fully regulated by SEC under the Investment Company Act. IDS 
itself is, of course, fully and completely regulated under the Invest- 
ment Company Act. All of this is as it should be, because here there 
are no conflicts. 

Alleghany is not seeking to escape regulation. Alleghany, its officers 
and directors, its corporate structure, and its financial practices, are 
regulated under the jurisdiction and scrutiny of ICC, a jurisdiction 
and scrutiny, I believe, more sweeping and more pervasive than SEC’s 
Investment Company Act jurisdiction. ICC, in exercising this juris- 
diction, has a duty imposed upon it by Congress to protect investors 
as well as persons depending upon transportation. SEC would have 
you believe that ICC either has no power to or is ill-equipped to pro- 
tect investors in Alleghany securities. Further, they contend that 
SEC regulation is more pervasive than what it describes as ICC’s 
“more limited type of regulation.” If there is any merit to the SEC’s 
argument, why is it not avowedly seeking to be given jurisdiction over 
the issuance of securities of all carriers who own securities? Why 
does SEC seek to impose dual jurisdiction on only one corporation, 
Alleghany? Since every large railroad in the country owns securi- 
ties, it would make as much sense for the New York Central to be so 
regulated, for the same considerations and policies govern issuance of 
securities of carrier holding companies, lke Alleghany, as govern 
securities of carriers, like Central. If SEC is entitled to regulate 
either, it is entitled to regulate both. In truth, it is entitled to regu- 
late neither. But if you think otherwise, then let it be SEC alone. 
We are for regulation, not strangulation, as I said before. We wish 
to be regulated by one agency and not by two. 

The fact is that throughout the history of ICC legislation Congress 
has recognized the interrelation of sound railroad financing and the 
protection of investors. As a Federal court has said in considering 
the problem of ICC regulation of Alleghany as opposed to SEC’s 
Investment Company Act regulation : 

It is impossible to believe that Congress could have intended investors in 
carrier securities to be left without any of the protections afforded other in- 


vestors. When Congress exempted corporations like Alleghany from compli- 
ance with the provisions of the Investment Company Act, it manifested no intent 


_ to deprive stockholders in such companies of the safeguards provided for other 


investment companies, but merely an intent to avoid dual regulation. 


Before authorizing such a radical change in long-standing congres- 
sional policy, we suggest that Congress ask SEC to demonstrate how 
the principles, tests, and procedures prescribed by Congress in the 
Interstate Commerce Act are ineffectual in protecting the hundreds 
of thousands of investors in railroad stocks and bonds, or that ICC 
has been inefficient in carrying out the congressional mandate. Cer- 
tainly the SEC has not shown that the principles, tests, and proce- 
dures of the Investment Company Act need to be grotesquely engrafted 
on those of the Interstate Commerce Act in order to protect Alle- 
ghany’s investors, who without the continuous supervision of SEC 
under the Investment Company Act have seen their investment rise 
from minus $99 million to plus $100 million. 
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Since Mr. Gray, of the New York Central, has testified concerning 
some of the significant conflicts resulting from an exercise of SEC’s 
power under section 17, which could come about under the proposed 
amendment, I will confine myself to outlining a few of the many 
additional conflicts which would come about if this bill were passed. 

A major conflict in dual regulation arises in the field of issuing 
securities. In order to understand how basic is the conflict, the dif- 
ferent nature of regulation by each agency in this field must be under- 
stood. To begin with, SEC, under the Investment Company Act of 
1940, cannot, by Commission action, prevent the issuance of securities 
or otherwise regulate their issuance. So long as the securities of a 
registered investment company fit the mold of the Investment Com- 
pany Act, that is, if they are not of a kind expressly proscribed by 
the statute itself, they may be issued without a yea or nay from SEC. 
With regard to issuance of securities by investment companies, SEC 
gives notice to no one, holds no hearings, makes no findings, and 
issues no orders. On the other hand, 1CC must approve or disapprove 
each proposed security issue by companies subject to its jurisdiction. 
It only does so upon a verified application and after notice, discre- 
tionary hearings, statutory findings, and ICC orders which are sub- 
ject to judicial review. Whenever Alleghany issues any security or 
makes a voluntary exchange offer, ICC carefully and thoroughly 
studies the security and makes a report giving its approval or dis- 
approval. It issues an order sometimes imposing conditions upon its 
approval which ICC can do, and has done to Alleghany, and which 
SEC has no power to do. In other words, in order for Alleghany to 
issue securities, it now needs the considered approval—the imprima- 
tur—the blessing of the Interstate Commerce Commission. If Al- 
leghany were a registered investment company, it would not need 
approval for the issuance of any of its securities by the SEC. 

Look at what would happen if Alleghany wishes to issue securi- 
ties—it must first receive authorization from the ICC to do so after 
full consideration by that agency. If this bill were passed, SEC 
might cavil with the type of security ICC thought best for carrier 
holding companies as such security might be proscribed by the In- 
vestment Company Act. If the issuance of securities was an exchange 
of one type of security for another, SEC could invoke, if it wished, 
section 25 of that act to thwart ICC approval. Yet it has been just 
such exchanges of securities which have helped enormously to restore 
Alleghany to fiscal soundness by eliminating what once seemed a 
hopelessly heavy burden of debt and preferred dividend arrears. If 
ICC thought a certain type of security was appropriate and SEC did 
not, expensive and parallel hearings in both agencies might ensue, 
conceivably resulting in two different and opposite determinations 
based on different standards of the two different agencies. Alleghany, 
or such stockholders as might be aggrieved by one or the other order, 
would have to review or defend a review of these orders in different 
courts having different methods of appeal. It is quite possible that 
the courts could, with propriety, ultimately chddinin, both Damsecioats 
opposed orders since both could have been arrived at appropriately 
by applying two different substantive tests. 

As another example of conflict, Alleghany would be required to pee 
two different sets of books of account based on the two different stand- 
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ards prescribed by the two different agencies for the two different 
purposes. 

SiC suggests that these conflicts are largely ameMenry because 
SEC would have the power to exempt these transactions. There are 
two answers tothis. First, the power to exempt is a power exercisable 
at the whim and caprice of SEC—an unrestricted power which ought 
not imperil Alleghany’s stockholders, nor those of the New York Cen- 
tral, nor the public interest in a sound transportation system. Second, 
only one opportunity has ever been presented to SE C to reconcile an 
order of ICC approving the issuance of securities with the Invest: 
ment Company Act. This opportunity came in 1956 as the result of 
an erroneous lower court decision—later overturned by the U.S. Su- 
preme Court. What did SEC do with this opportunity ¢ 

Parenthetically, let me answer an obvious question which will be in 
your minds at this point as a result of my statement of a few moments 
ago to the effect that in the normal course of events SEC does not 
pass on the issuance of securities by investment companies. Whiat 
hi ippened here was the result of an erroneous judicial ‘determination 
that Alleghany did not belong under ICC jurisdiction and that, there- 
fore, the issuance by Alleghany in 1955 of its 6 percent preferred stoc . 
was unlawful because Alleghany was not at that time registered : 
an investment company as required by the Investment Company Act 
of 1940. If we should have been registered, but. were not, the issu- 
ance of any securities would have been prohibited by section 7 of the 
Investment Company Act. Therefore, we sought from SE - a retro- 
active order exempting us from the provisions of section 7, because, 
through no fault of our own, we were retroactively, but erroneous sly, 
found to have been an unregistered investment company. 

This was in effect a plea to the discretion of the SEC to grant us, 
und our thousands of innocent and suffering stockholders, relief from 
a dilemma, not. of our own making but occasioned by good faith and 
later vindicated reliance upon ICC rulings. The requested exemp- 
tion could only be granted if SEC found it nec essary or appropriate 
in the public interest and consistent with the protection of investors 
and the purposes fairly intended by the policy and provisions of the 
Investment Company Act. After lengthy public hearings, a staff of 
technical experts of SEC, in a 73-page report, agreed with ICC, found 
the new securities beneficial to both common and preferred share- 
holders of Alleghany, and recommended the exemption. SEC’s staff 
concluded that the policies of the act would be best served by granting 
the requested exemption from section 7 and in effect. making lawful 
the preferred stock which had been issued during the period when 
the lower court had erroneously held that Alleghany should have been 
registered under the act but was not. It would appear that Invest- 
ment Company Act experts may differ as to what best serves the pub- 
lic interest under the Investment Company Act and what is the policy 
of that act, because a majority of the SEC Commissioners saw fit to 

cast a shadow on the v alidity of the securities by denying the requested 
exemption and reversing their own staff’s conclusion to grant the ex- 
emption. SEC's failure to uphold ICC’s approval of “the secur ity 
issuance created chaos in the market. Fortunately, the U.S. Supreme 
Court forced a happier conclusion. But that took more than a year ; 
so, as a result of SEC’s action, innocent investors in Alleghany were 
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deprived for many months more than necessary of their right to sell 
or buy these securities. Alleghany has had a sample of the dual 
jurisdiction the SEC wants you to legalize. That is one reason we 
are so strongly opposed to the proposal. 

The memory of such action by SEC in this case offers small com- 
fort for holders of Alleghany stock purchase warrants and 6 percent 
convertible preferred stock who acquired these securities issued in good 
faith by the corporation, relying upon ICC rulings. These securities 
were approved by the vote of shareholders in response to proxy 
material processed by SEC. Yet the proposed amendment might 
cloak SEC with the power under the Investment Company Act to 
prevent the honoring of such securities because when issued or exer- 
cised or converted they were not, or might not be, in accord with one 
section of the Investment Comp: ny Act and might possibly technically 

violate another. I would not care to contemplate how SEC would 
grasp this opportunity in view of its past efforts to “protect” Alle- 
chi any investors, and its present efforts to make its dubious protection 
legal. 

Nor are we or our shareholders assuaged by statements made by Mr. 
Gadsby, ina speech on April 16, 1959, in which he said : 

We are hopeful that hearings on these bills will be scheduled in the very near 
future. In the meantime, we are engaged in attempting to delineate at any areas 
of conflict with the industry so as to simplify our presentation at these hearings. 

A similar statement was made by Mr. Gadsby before this subcom- 
mittee this past Monday. But although section 7 affects only Alle- 
ghany, SEC has never seen fit to request our views or communicate 
with us in any way with respect to this legislation. 

In fact, the first knowledge we had was from a legal reporting serv- 
ice. I should like to digress to point out that Commissioner Orrick of 
the SEC testified here last week, in effect, that the Commissioners did 
not communicate with corporations, such as Alleghany, which the SEC 
assume would oppose their proposal. He indicated that there was no 

rapport with Alleghany and hence they did not talk to us about this 
bill. I don’t know what Mr. Orrick means by a lack of “rapport.” 
Alleghany is subject to regulation by SEC under several acts, and 
we are frequently filing reports with, and communicating with, that 
Commission. I, my self, have been accustomed to transacting business 
relating to Alleghany with many members of that Commission’s staff. 
As far as I know, Alleghany’s rapport with the working part of SEC 
is excellent. I think even minimal standards of fair play required the 
Commisioners to inform us that they had requested the introduction 
of this bill which so directly affects only Alleghany and all of its 
stockholders. 

If relative market values rather than cost values of Alleghany’s 
railroad and nonrailroad holdings, as SEC suggests, are to be exclu- 
sively determinative of SEC’s Investment Company Act jurisdiction 
over Alleghany, it is conceivable that SEC’s paramount Investment 
Company Act jurisdiction eould vest, divest, revest, and so forth, with 
the ups and downs of the market and Alleghany could bounce back 
and forth, to and from Investment Company Act regulations, like a 
ball in a tennis match. 

SEC has insinuated that we were seeking an excuse to escape from 
its regulation and that Alleghany is an investment company and is 
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not a railroad holding company. It implies that Alleghany is seeking 
to escape from a more encompassing jurisdiction to a less encompass- 
ing jurisdiction, which it is not ; and that Alleghany 1 is free to choose 
the agency it prefers, which it is not; that an investment in a subsidiary 
regulated investment company which cost § $1,201,562 added to an in- 
vestment of $54,597,350 in railroad securities somehow destroys Alle- 
ghany’s status as a railroad holding company, which it does not; that 
two decisions of the U.S. Supreme Court are to be ignored, which they 

should not be; and that regulation by two commissions is better than 
regulation by one, which we consider highly unlikely. Surely, no one 
is dec eived. 

I again wish to thank you for granting me the privilege of being 
heard here today. 

Senator Wituiams. Thank you, Mr. Wallace. Did your associates 
have any statements prepared ? 

Mr. Wautuace. No; they are just here to answer questions. 

Senator Winiiams. I see. During what periods was Alleghany 
under the jurisdiction of the SEC and the Investment C ompany Act, 
Mr. Wallace ? 

Mr. Watiace. We were under the Investment Company Act of 1940 
for 5 years; that is, the period from 1940 through 1945, at which time 
the ICC on its own motion isued an order taking jurisdiction over 

Alleghany and at that same time, after the issuance of the ICC order 
SEC issued an order exempting us from the Investment Company Act. 

I would say here and now, referring back to my earlier remarks 
what we are objecting to is not Investment Company Act regulations, 
we are objecting to dual regulation. We were able to live under the 
Investment Company Act. “We did not seek to escape it when in 1945, 
jurisdiction over us was taken by ICC. But I think it is quite clear 
up until this year both SEC, ICC, and the courts have recognized that 
under the legislative scheme of things you cannot have joint F regulation 
under the Investment Company Act and the Interstate Commerce Act. 

Senator WituiAMs. I think your reference to Commissioner Gadsby 
dealt with the SEC trying to simplify their presentation and work out 
harmony in these areas of conflict with the ICC. I believe that is 
what the Commissioner meant. I believe they have been exploring 
some of the ways that this conflict could be removed. 

But during these 5 years that you were subject to the Investment 
Company Act, did anything happen that leads you to put the words 

“protect” and “protection” of your statement between quotation 
marks ¢ 

Mr. Wattacr. Those quotations are taken from a statement of Mr. 
Gadsby’s. He isthe one that said he is going to protect us. 

Senator WinuiAMs. That is not the way it reads. That is not a 
quotation, that is your statement. 

Mr. Watiace. Iamsorry. Ihad the wrong page. 

Senator Wittrams. The last sentence on the page. 

Mr. Watiace. Oh, I was referring there to what happened in 1956 
when we sought an out to this dilemma by the court decision which 
the Supreme Court of the United States later overturned. We went 
to the SEC in an effort to get relief for our stockholders whose stock 
was tied up, couldn’t be traded, couldn’t be sold. There were many, 
many cases of real hardship, and after a very long hearing in which 
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scores of witnesses appeared and in which we had a long printed rec- 
ord, the staff agreed with us that this exemption was in line with the 
purposes of the Investment Company Act. Later the Commission- 
ers saw fit to reverse the staff's opinion. 

Senator Wituiams. Then what you are really suggesting here is 
that you disagree with the SEC and its conclusion on | the issue rather 
than suggest “that they operate it by whim or caprice as you said 

earlier in the statement ? 

Mr. Wattace. I personally think that the Commission may have 
been somewhat motivated in that decision by outside events. I refer 
to the fact that they were then contesting with ICC jurisdiction over 
Alleghany, and I cannot help but have some feeling that some of the 
Commissioners might have been influenced by the idea that they had 
to especially look at what ICC did and not prejudice their position 
by being merely a rubberstamp for ICC action. 

Senator Witi1aMs. I see. I wonder if you could give us some fig- 
ures on the market value of your various invesiments. Do you have 
these figures with you? 

Mr. Watuace. I have brought some copies of our fatest annual 
report which give the market values of these holdings. 

Senator Wint1aMms. Will this show the market value of Alleghany’s 
investment in New York Central system ? 

Mr. Wattace. Yes, six. 

Senator WituraMs. Missouri Pacific? 

Mr. Wattace. Yes, sir. 

Senator Wiiu1aMs. Other railroads? 

Mr. Watuace. There is only Missouri Pacific and New York Cen- 
tral. This would show it as of December 31, 1958. Since then there 
has been an increase in the market price of both IDS and New York 
Central. 

Senator Wituiams. Of what year? 

Mr. Wautace. This is December 31, 1958. 

Senator Witiiams. And the market value of Investors Diversi- 
fied Services ¢ 

Mr. Wattiace. On December 31, 1958, the market value of In- 
vestors Diversified was $63,569,318. At that same period the market 
value of the Missouri Pacific class B stock was $10,162,500, and the 
Missouri Pacific class A stock $92,400. The New York Central had a 
market value at that point of $99,690,250. All these values have gone 
up since then. I think the values of our rail holdings on a per cent: age 
basis have increased more since year end than has IDS, which, of 
course, too, has had an increase. 

Senator Witiiams. How about other nonrailroad assets ? 

Mr. Watiace. Our other nonrailroad asset principally is an invest- 
ment. we have in a real estate company, Webb & Knapp, and that has 
no market value. I cannot judge the market value of it. The invest- 
ment in that company is approximately $20 million. We hold notes 
for $19,950,000. When we purchase the final $20 million of notes 
we will receive 10 million warrants to purchase Webb & Knapp com- 
mon stock at $2.50 a share. But that is a holding in which there are 
no public holders. There is no way of judging market value in that. 
We carry it at cost. 

Also, I point out in our Webb & Knapp investment that we are 
rorbidden by the agreement to exercise any control functions over 
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Webb & Knapp for a certain period of time in agreement with Webb 
& Knapp. 

Senator Witx1aMs. We will insert the whole report in the appendix 
to the record. (See p. 537.) 

Section 7 would bring you under regulation or requirement of regis- 
tration of the Investment Company Act through the words, “primarily 
engaged in investing,” and so forth; is that not true? 

Mr. Wauuace. Yes; that is right, Senator. 

Senator WittiaMs. And is it your conclusion that you are not pri- 
marily engaged in investing, reinvesting, and the other operative 
words of the statute / 

Mr. Watxace. We are not the type of investment company, closed 
in investment company, that, say, Tri-Continental or the Lehman 
Corp. is. That is an investment company whose objectives are broad 
market investments. They have a portfolio with hundreds of dif- 
ferent securities in it. Alleghany has traditionally limited itself to 
relatively few investments, but those investments have been for 
relatively large sums of money. We have also, historically, concen- 
trated on the railroad industry. 

The investment in IDS, for instance, which we made in 1950, I 
believe, was at that time a tremendously minor investment in terms 
of the money we had put into railroads. We have always been firstly 
interested in the railroad industry. And before we had New York 
Central, of course, we had a substantial investment in the Chesapeake 
& Ohio Railroad. 

Senator Wint1aMs. You consider yourselves a carrier holding com- 
pany; do you not? 

Mr. Wauuace. Yes, sir. I might add that if you looked at our 
annual reports for the last 2 or 3 years, Senator, you will see that 
the amount of trade and purchasing done by Alleghany is very, very 
small in terms of number of transactions. The transactions them- 
selves may be in money amounts large, but the number of transactions 
is small. 

Senator Wittrams. When you talk of Alleghany as primarily a 
carrier holding company, you recite the costs of your various invest- 
ments ¢ 

Mr. Watuace. That is correct, Senator, because I view cost as a 
real test of what an investment policy is, because that, in effect, is 
the money you are willing to back your judgment of a situation with. 
That is to me indicative of your faith or feelings of being able to do 
something in a situation, how much you are w illing to risk in it. 

Senator Wi1ams. You submitted a memorandum to us some time 
ago, and you talked about true value of the securities in the port- 
folio of the carrier holding company, and the measure of value as 
gaged by the earnings potential test? Is that right? That was your 
view then? 

Mr. Wattace. I should say at this point that that memorandum 
was prepared by White & Case, and I read it over. I think my con- 
tributions were minimal in their eyes. 

Senator Witt1aMs. Isee. But you submitted it ? 

Mr. Watiace. Yes, I did. 

Senator Witiiams. And you subscribed to it. 

Mr. Wattace. Wholeheartedly. 








234 SEC LEGISLATION 

Senator Wiit1ams. This seems to me to bring you really closer to 
market value as the test of your situation, rather than the cost of the 
various investments. 

Mr. Watiace. The difficulty with the market value test, I would 
like to add further, Senator, is that market values vary. There is 
nothing very stable about them. You have seen the value of IDS 
up and down over the years, the same with the value of railroads. 
The one thing that I would like to have this subcommittee understand 
is that we are not concerned with who regulates us; we would like 
some consistent regulatory pattern, and we would like a single master. 
We cannot serve two masters. 

Senator WitiiaMs. I have great sympathy with that feeling, or 
opinion, or judgment of yours. 

Mr. Watiace. I appreciate that. 

Senator Witirams. I wonder if you have some other figures that 
can help us judge here the true nature of your organization’ Do you 
have the income figures from your various investments? Do you have 
it fora period of years? 

Mr. Watiace. No, but because our investment portfolio, as I said 
before, in numbers is small, I think I can outline it off the cuff fairly 
accurately. For the past 2 years I believe Investors Diversified Serv- 
ices has been on a dividend basis. I think the dividend basis for the 
first year was $3; the second, $4. That would be 1957 and 1958. For 
1959 they are on a $4 basis. 

Senator WituiaMs. This was IDS? 

Mr. Watiace. IDS. So that the income from IDS in 1959 would 
be approximately, I would say, $1,400,000 and slightly less in the year 
when the dividend basis was lower. New York Central, through the 
end of 1957, had been on a dividend basis. At that time the dividend 
base was between $2 and roughly $2.75, which gave us an income from 
the New York Central holdings in those years of between $2 million 
and $2.5 million. The New York Central, as you know, in 1958 ex- 
perienced difficulties, as did most large railroads, and no dividends 
were paid. No dividends have been paid by New York Central so 
far this year. 

The other major source of our income has been from notes receivable, 
the largest, of course, being the Webb & Knapp notes which since 
1956 have paid to Alleghany approximately $1 million a year. Our 
interest in the Missouri Pacific Railroad we are hopeful some day 
will pay a handsome return, but at the present time that class B stock 
that I mentioned has not paid anything out. 

That is, with a few minor exceptions of perhaps some relatively 
small investments that I may have missed, the major source of 
Alleghany’s income. 

Senator Wituiams. Thank you. Could you give us a generalization 
as to how manv years out of the last five your income from railroads 
has gone over 50 percent of your total income ? 

Mr. Watiace. Again I would like to check and perhaps more def- 
initely inform the subcommittee, if I may, but I will say this: Since 
IDS did not go on a dividend base until 2 or 3 years ago, until the 
beginning of 1957, I would certainly think that prior thereto most of 
our income was from rails. 

Senator WituiaMs. Is it possible to generalize on the nature of IDS 
and its investments and how it operates? 
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Mr. Wattace. IDS is like the New York Central. We speak of it 
as New York Central or IDS, but actually it is a group of companies. 
In the IDS family is also Investors Syndic ate of America, which is 
engaged primarily in the sale of face-amount certificates. There are 
five mutual fund companies which are managed by IDS, and IDS has 
recently started a life insurance company. I ‘think that sets forth 

Senator WiniiaMs. Five mutual funds? What is their activity ? 
What kind of investing activity do they engage in? 

Mr. WaLLace. They invest just gener ally in market securities in 
accordance with their purposes, and, of course, those mutual funds 

Senator Wii1AMs. Could you describe their various purposes / 

Mr. Watrace. There is Investors Mutual and Investors Selective. 
One fund may be primarily engaged in investing in preferred stocks 
and bonds, another fund may be directed to common stocks, in order 
to fit the needs of the individual investors. But each of these funds 
is fully regulated under the Investment Company Act of 1940 and 
subject to all the regulations that that implies. 

Senator WintiraMs. Could you describe the relationship of the com- 
panies? I honestly am not clear on this. 

Mr. Watrace. You mean Alleghany’s relation to these companies ? 

Senator WILLIAMs. Alleghany. to IDS, and IDS to these mutual 
funds. 

Mr. Watuace. Alleghany has a stock interest in IDS. At the 
present time we own 24.9 percent of the voting stock of IDS and ap- 
proximately 2+ percent of the nonvoting stoc k. There is a court de- 
cision in New York which will ey ventually return some voting stock 
to Alleghany in return for some nonvoting stoc k, but that is ‘still to 
be decided upon. That is Alleghany’s interest in IDS. IDS itself 
has a wholly owned subsidiary, Investors Syndicate of America, which 
I mentioned a moment ago, and then IDS has investment manage- 
ment contracts with the mutual fund companies I mentioned. That 
is their relationship with these mutuals. They manage the portfolios 
and for that receive a fee. The IDS itself also owns this newly 
started insurance company, life insurance company. 

Senator Witi1aMs. Is IDS an investment company ? 

Mr. Wautace. IDS itself is a fully regulated investment com- 
pany. I would like to check on that, but I think so. 

Mr. Greene. It is. 

Senator Wituiams. One or two other matters, Mr. Wallace. 

Mr. Wauuace. Yes, sir. 

Senator Wiiuiams. This subcommittee has asked the ICC for a 
report as to whether it has powers comparable to those given the SEC 
in the Investment Company Act of 1940, and I would like to get your 
comments, if you have any opinion in this area, on the comparable 
power of regulation. 

Mr. Watuace. I am very happy to answer that, Senator, because 
this really goes to the root of one of our worries with this bill. As 
Mr. Gray indicated, there is a complete difference in regulatory ap- 
proach between the Investment Company Act and the Interstate Com- 
merce Act. In the Interstate Commerce Act the Commission is given 
broad regulatory powers to hold hearings and determine what should 
bedone. Inthe Investment Company Act largely the transactions we 
can or cannot engage in, the securities we can or cannot issue are set 
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forth in the act. The SEC’s power mainly comes, as I understand it 
from reading the act, when you want to deviate from the standards 
set up in the Investment Company Act itself. 

To use a specific example of what I am talking about, under the 
Interstate Commerce Act when Alleghany wishes to make a loan with 
banks or some other institution presently under the Interstate Com- 
merce Act, if that loan exceeds 5 percent of our capitalization or is to 
exceed 2 years’ duration, we must have approval, specific approval by 
the Interstate Commerce Commission. That is, we must go down 
there and file a verified application. They send out notices as Mr, 
Baker described yesterday. They can hold a hearing if they wish; 
they issue orders, impose conditions, and so forth, in connection with 
that bank loan. 

If we were under the Investment Company Act, we would not have 
to go, as I understand that act, to the SEC, provided we could meet 
certain tests set forth in the Investment Company Act. Among these 
tests are, for instance, I think, the asset coverage of our total debt, 
after giving effect to the borrowing, must be 300 percent. They 
require certain restrictions on dividends, I believe, to be written into 
the loan agreement, that sort of thing. But as long as you meet that 
test, you don’t have to go down to the SEC and say, “Now, is it all 
right for us to borrow money ?” 

As a matter of fact, traditionally the ICC has required us to file a 
copy of the complete loan agreement with them to look at before they 
will grant their approval of the borrowing, and we have done that. 
The last time Alleghany made such an application to the ICC was on 
our present bank loan of $15 million. That application was made in 
February 1958. 

The section I have reference to in the Investment Company Act is 
section 18. 

Senator WiniiaMs. Then on the other hand, there are many require- 
ments made mandatory by the SEC that are not required by the ICC, 
right? To be specific, I see you are worried about the warrants 
outstanding. 

Mr. Wauiace. That is correct. 

Senator WituiaMs. To be part of an issue at some point. Was that 
part of that preferred 1955 operation ? 

Mr. Watxacre. When Mr. Young and Mr. Kirby purchased control 
of Alleghany in 1937, the prior management had been less than careful 
in its investments and so the common stockholders at that point were 
$99 million under water; that is, their stock had a value of minus 
$99 million, and this was because of the fact that Alleghany was 
burdened with a heavy debt and heavy preferred dividend arrears in 
the preferred stock. Through a series of tender offers and exchange 
offers to the preferred stockholders and to bondholders, the new man- 
agement of Alleghany succeeded in getting the company’s capitaliza- 
tion to a manageable point so that today the common stock has a sub- 
stantial asset value. In fact, there is in excess of $20 per share in 
market values behind each share of common stock. To do this, since 
there was no money available in Alleghany, certainly, because the 
claims exceeded the corpus, since there was no money in Alleghany 
to pay these claims, we asked the preferred stockholders to place their 
confidence in us and take back equity securities, so that if we were 
successful they would participate in our success, and they did so. 
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The reason the warrants were issued was because we did not want 
to have a sudden dilution of the common stock, and we hoped by the 
time these warrants are exercised we will have built up the value of 
the common stock to the point where that dilution will not be quite 
as drastic. The warrants were issued in 1952 in exchange for pre- 
ferred stock, at which time we offered holders of our series A pre- 
ferred for each share of series A preferred, one $100 debenture plus 
2) warrants. 

Senator Witi1ams. They are still exercisable, are they not? 

Mr. Wattace. They are still exercisable. There were originally 
9 million warrants issued, and there are only about 600 exercised today. 

Senator WiuuiAms. Here is where there would be a difference be- 
tween SEC regulation under the Investment Company Act and ICC? 

Mr. Watuace. Not necessarily, because the SEC Act says that you 
cannot issue a warrant, but there would have been nothing to prevent 
us from going down to the SEC and asking for permission. 

Senator Wituiams. No, they would permit warrants, but they must 
be exercised tn, I believe it is, 4 months. 

Mr. Wattace. The act does provide that, but what I meant, Sena- 
tor, | do not say the SEC would have granted us this exception. We 
would have gone down under section 6(c) of the Investment Company 
Act, I believe, and applied for an exemption from the Investment 
Company Act. 

You are quite right; specifically the act prohibits warrants of this 
sort. I will tell you that before the warrants were issued in its 
exchange offer that, of course, was all subject to the scrutiny of ICC 
and an order issued approving the issuance of those warrants. 

The 1956 matter that I referred to before concerned another ex- 
change offer again to the holders of the series A preferred stock, 
which was designed to clear up the last remnants of this outstanding 
issue Which at that point had dividend arrearage claims of approxi- 
mately $18 million. At that time, in 1956, we offered the series A 
preferred stockholders a 6 percent convertible preferred stock in return 
for their series A stock. 

I think the wisdom of this exchange offer has been borne out in the 
increase in the market price of both the Alleghany common stock and 
new preferred stock and the dividends on all our preferred stocks 
are now current for the first time s!most since the day the Van 
Sweringens founded Alleghany in 1929. 

Senator Witutiams. Thank you. When did IDS become one of your 
major investments ? 

Mr. Wauwace. In 1950 it became an investment of Alleghany. 

Senator Wiuiams. I see. Can you describe the financial trans- 
action and the exchanges of paper and how that was arrived at? 

Mr. Wat.acer. I was not an employee of Allegheny at that point, 
so I am going to be speaking now rom memory, but the approximate 
purchase price of IDS, because we have subsequently sold some of 
the IDS stock, at that time was about $2 million. The stock was 
purchased through a New York stock brokerage house from a Mr. 
Burt Gamble of Minneapolis, and was bought, I believe, for cash. 
That I would like to check on, but that is my recollection. Mr. 
Deegan tells me that his recollection was that it was purchased for 
cash, and his recollection is it was 1949, not 1950, as I stated. 
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Senator Wituiams. That transaction would have been subject to 
SEC approval; would it not ? ¢ 

Mr. Wattacr. | think there is a provision in the Investment Com- 
pany Act forbidding one regulated investment company from pur- 
chasing voting securities in ‘another regulated investment company, 
I am sure Mr. Greene will correct me if I have misstated this, but I 
would like to say here and now that I think our stockholders are uni- 
versally grateful that we were not under the Investment C ompany Act 
at that point, because they have seen a $2 million investment increase 
to $63 or $64 million today. We have realized $11 million in profits 
from the securities that we have sold out of that original investment. 

Senator Winiiams. That brings us back to where we began: the 
test to be applied to see whether your company should be under ICC 
or SEC. You point up the cost figures, you suggest the market value, 
and also the earning potentials. I wonder if it might not be another 
way and perhaps the best way to test the nature of your company to 
see where it should finally rest in terms of jurisdiction to consider 
the basic intentions of each of the acts, the Investment C ompany Act 
and the Interstate Commerce Act. You have been very helpful ; I 
wonder if you could be helpful here, too, and give us your opinions 
and conclusions as to the basic factors, motivations, of the two acts. 

Mr. Wauuace. I think, as Mr. Ginnane, the General Counsel of the 
Interstate Commerce Commission said yesterday, that really the philo- 
sophical basis of both these acts are quite similar. The Interstate 
Commerce Act came into being to regulate the railroad industry, par- 
ticularly as a result of the abuses of some of the early railroad execu- 
tives, and the Investment Company Act came into being as a result of 
the experiences in the depression years with investment companies 
that at that point were compietely unregulated. 

I think that is the basic difficulty, Senator, with this bill, that we 
are being exposed to the regulation of two acts whose basic purposes 
are very, very close, except that they are designed to regulate different 
industries. 

Why I said we would like to be subject to one and not the other is 
that these are so close we are always going to be caught in that mesh. 

Of course, the primary interest of the ICC is the effect of the trans- 
action on the national transportation policy, and of the SEC, I would 
imagine, 1s interested in the effect on the policy as to investors in 
investment companies. But their aim is quite similar, I think. They 
both are certainly working toward a sound financial structure for the 
companies they regulate. I certs ainly have the utmost respect. for both 
agencies and the job the staffs of those agencies do in their own 
jurisdiction. 

Senator Wittiams. The ICC clearly was created to regulate trans- 
portation and implement a nation: ul transportation policy and the 
SEC, through the various acts, to regulate investments in an effort to 
protect security holders and try to create a national security policy 
that will create a healthy situation in finance and the ownership of 
industry. 

Mr. Wattace. I think, Senator, you might say that the ICC under 
the Interstate Commerce Act has two main objectives. One is, of 
course, to foster a sound national transportation system, and the 
second is to protect investors in railroad and railroad holding com- 
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pany securities, because by protecting the investors, of course, they 
foster the credit and the power to borrow of the railroads, and so 
forth and so on, whereas the SEC under the Investment Company 
Act has the single policy of protecting investors in investment 
companies. 

Senator Witt1ams. Would you not concede that the ICC has built 
up its expertness around transportation and the SEC around securi- 
ties and the purchase of investments ? 

Mr. Wattacr. I would agree with you if you would say the ICC 
has built up its expertness in the field of transportation and trans- 
portation securities and the SEC under the Investment Company Act 
in investment companies and investment company securities. 

Senator WitiiaMs. But we have seen that even though the ICC has 
this dual purpose in terms of transportation of watching over the 
investment aspects and securities aspects of transportation, they do 
not have an implementing law that puts the burden of close regulation 
on this aspect comparable to the burden on the SEC # 

Mr. Wattace. I would disagree with that. I think the burden im- 
posed by the Interstate Commerce Act on the ICC in the field of secu- 
rities is much greater than the burden imposed on the Securities and 
Exchange Commission under the Investment Company Act on issu- 
ance of the securities. 

Senator Witiiams. You say this, I suppose, because of the very 
broad, sweeping general grants of power to the ICC 4 

Mr. Wattacr. No; I say this because under the Interstate Com- 
merce Act, a company regulated under that act cannot issue securities 
without having had an ICC approval order, whereas under the In- 
vestment Company Act, so long as you can fit yourself within the four 
corners of the Investment Company Act you could issue the securities 
without a murmur from the SEC. Referring to the memorandums, 
prepared by White and Case, on page 2 of the supplemental memo- 
randum is a statement made by Deputy Attorney General Lawrence 
EK. Walsh, who was then a judge in the southern district court and was 
sitting in a three-judge statutory court hearing involving Alleghany 
in 1957. I wouldn’t want to take up the time of this committee to 
read the quote, but I would call your attention to it. It was regard- 
ing the duty of the ICC under the Interstate Commerce Act. 

Senator Witu1AMs. What is the reference ? 

Mr. Wattace. Page 2 of the supplemental memorandum of March 
31,1959. That is dated April 21, 1959. 

Senator Wint1ams. What is it again ? 

Mr. Wattace. The legal memorandum that we supplied the sub- 
committee with, appended to our statement. 

Senator WituiaMs. I see. We will insert both your memorandums 
in the appendix to the record. (See p. 545.) 

Mr. Wattace. The citation in that case, incidentally, is 156 Federal 
Supplement 227, at page 234. 

Senator Witu1AmMs. What we are trying to do is make this record as 
complete as possible. We have asked for the ICC’s opinion and the 
SEC’s opinion, and I think we ought to have the two court opinions to 
have the record fully complete. The staff will make sure we have 
them. They will go in the appendix to the record. (See p. 568.) 
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I think this might well be the final question: Did the ICC give any 
advance approval of Alleghany’s acquisition of control of the New 
York Central ? 

Mr. Watiace. During the proxy contest of 1954 the ICC had an 
examiner—I am not sure of the official title; I am sure that the ICC 
can better describe him than I—-come to New York and interview and 
take depositions, as I recall, of the people involved. They went so 
far as to talk to Mr. Tuhey, then the president of the C hesapeake & 
Ohio Railroad, and many other people that were involved in the 
transaction. If I might, I would just like to confer with Mr. Deegan 
i moment and see if he can add anything to that. 

Senator Witirams. When did Alleghany start to buy into the New 
York Central 4 

Mr. Wautace. Alleghany bought its first New York Central stock, 
as I recollect it, in January of 1954. That is my recollection. 

Senator Witiiams. Were you required to communicate with the 
ICC and get approval from that beginning / 

Mr. Wartace. My recollection ‘of that is that at that time there 
existed several voting trusts set up by the ICC. In fact, there is a 
voting trust currently in existence today, because under the Clayton 
Act we cannot control more than one class I railroad at a time. 

Senator Wititams. That is not New York Central now you are 
talking about ? 

Mr. Watiace. No; but I am just saying this as background i 
answering your question, Senator. Today ‘the stock we own in the 
Missouri Pacific Railroad is held in an independent voting trust set 
up under the jurisdiction of the ICC in which the trustee “had to be 
specifically approved by the ICC. In 1954 I believe there were two 
of those voting trusts. In fact, one of the voting trustees was the 
Chase Bank, and the president of the Chase Bank was on the other 
side of the fence in the proxy contest, which led to some uneasiness. 

But I believe the . York Central stock probably first went into 
that voting trust. I do know that our Washington counsel com- 
municated with ICC regarding this matter and that probably—and I 
can get this for you in more det: uil—triggered the investigation that 
I spoke of in which Mr. Deegan tells me they interviewed Mr. Y oung 
and himself and several other Alleghany officers as well as the attor- 
neys for some of our fellow particip: ints in the proxy contest. 

And I am reminded that the former New York Central man: igement 
started a proceeding contesting our acquisition of New York Central 
stock. 

Senator Winiiams. That was sort of to block things, rather than 
tosatisfy the ICC and get advance approval ? 

Mr. Watrace. That was independent of this investigation the ICC 
made. The ICC’s investigation was mainly to the point they wanted 
to be sure that there was a bona fide divestment of control of the 
Chesapeake & Ohio Railroad before we exerted any control or influ- 
ence on the affairs of the New York Central Railroad. 

Senator Wiriiams. I see. And did they specifically formally grant 
approval to this? 

Mr. Watuace. No; because the investigation was not of that nature. 
They found that there was no reason to doubt the fact that there had 
been a complete divestment from C. & O., so no action was taken. 
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However, this whole investigation is in a printed report of the ICC, 
which I have seen, I think, in connection with the litigation we have 
been involved in over jurisdiction referred to in my statement. 

I am reminded in the Louisville and Jeffersonville Bridge case the 
Interstate Commerce Commission specifically granted approval of 
the acquisition of New York Central. That was in a proceeding be- 
fore the Interstate Commerce Commission after the proxy contest. 
That took place in June of 1954, I believe, June or July, somewhere in 
there. 

Senator Wituiams. That was just ancillary to another proceeding 
not dealing with any—— 

Mr. Wauace. That is correct. They would have taken action, of 
course, if they had found that. there had not been a true oe 
And I would say here, too, that if we had been under the jurisdictio 
of the Investment C ompany Act I don’t think that we would have been 
subjected to the scrutiny and investigation on this point that we were 
at the time of the proxy contest. I ‘don’t think that the old man nge- 
ment’s legal action would have had the at least superficial logic it 
had in the original action. Of course, it really didn’t have any, 
orcs 

Senator Wituiams. And are we to conclude that approval was not 
required of ICC before you gained control of New York Central ¢ 

Mr. Watuace. That is correct. There is nothing, of course, that 
even goes as far as ICC’s authority in this matter in the Investment 
Company Act. 

Senator Witiiams. Thank you very much. 

Mr. Wauiace. Thank you very much. 

(The following were received ‘for the record :) 

THE ATLANTIC Coast LINE Co., 
Wilmington, N.C., June 3, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, 
Washington, D.C. 

DEAR SENATOR ROBERTSON : This communication concerns legislation now under 
consideration by your Subcommittee on Securities and I will be obliged if you 
will refer it to such committee. 

As counsel and attorney for the Atlantic Coast Line Co. (Connecticut com- 
pany), a corporation existing under the laws of the State of Connecticut, my 
attention has just been called to S. 1181, introduced on February 26, 1959, to 
amend certain provisions of the Investment Company Act of 1940, as amended. 
It is my understanding that hearings have already been held on this bill by 


your Subcommittee on Securities and that such hearings recessed on June 
25, 1959. 

Approximately 98 percent of the assets of the Connecticut company are in- 
vested in securities of railroads. The Connecticut company owns approxi- 
mately 32 percent of the outstanding common stock of the Atlantic Coast Line 
Railroad Co., thereby exercising control over that railroad. It owns all of 
the outstanding stock of the Charleston & Western Carolina Railway Co. and 
more than 50 percent of the stock of the South Carolina Pacific Railway Co. 
In effect the Connecticut company is a railroad holding company. Because of 
its ownership of stock in the Atlantic Coast Line Railroad Co., it was found 
by the Interstate Commerce Commission in Atlantic Coast Line Railroad Com- 
pany, et al., Purchase, Finance Docket 15015, decided December 12, 1945, that 
the Connecticut company is a “carrier subject to the provisions of section 20 (1) 
to (10), inclusive, and section 20a (2) to (11), inclusive” of the Interstate 
Commerce Act. 

It would appear from section 7 of the proposed bill designed to amend subsec- 
tion (c) (9) of section 3 of the Investment Company Act of 1940 that the Con- 
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necticut company may well be subjected to jurisdiction not only of the Inter. 
state Commerce Commission but also to that of the Securities and Exchange 
Commission if the bill should pass. Such dual jurisdiction would presumably 
continue until or unless the Connecticut company divested itself of its hold- 
ings of railroad stock. 

The Connecticut company strongly urges that that portion of the bill which 
would amend subsection (c)(9) of section 3 of the Investment Company Act 
of 1940 be deleted for the reasons hereinabove mentioned and respectfully re 
quests that this letter be included in the record of the proceedings. 

Very truly yours, 
PRIME F. OSBORN, 
Counsel and Attorney. 


THE DELAWARE & HUDSON Co., 
New York, N.Y., June 29, 1959. 
Hon. HARRISON A. WILLIAMS, Jr., 
U.S. Senate, Senate Office Building, Washington, D.C. 

DEAR SENATOR WILLIAMS: I am writing to you as chairman of the Senate 
Subcommittee on Securities which is currently holding hearings on S. 1181, 
This bill, which I understand is sponsored by the Securities and Exchange Com- 
mission, would seem to have the effect of subjecting to SEC jurisdiction and 
regulation under the Investment Company Act of certain companies which are 
now subject to regulation under the Interstate Commerce Act. 

The Delaware & Hudson Co. is a holding company whose principal assets 
consist of the entire outstanding stocks of the Delaware & Hudson Railroad 
Corp. and Napierville Junction Railway Co. The latter company operates 
in Canada. Both the Delaware & Hudson Co. and the Delaware & Hudson Rail- 
road Corp. are subject to regulation under the Interstate Commerce Act. It 
seems obvious to me that any railroad enterprise, if it is to be subject to reg- 
ulation, should be subject to regulation by the Interstate Commerce Commission. 

However, as I read the amendment to subsection (¢c) (9) of section 3 of the 
Investment Company Act of 1940, as proposed by the SEC, the Delaware & 
Hudson Co., merely because it is a holding company, could be brought under the 
jurisdiction of the SEC even though it is not an investment company and does 
not engage in trading in securities. 

While newspaper accounts of the testimony with respect to S. 1181 state that the 
purpose of the proposed change in subsection (c) (9) of section 3 is to bring 
Alleghany Corp. under SEC supervision, the amendment, as drafted, would 
seem to go far beyond that by providing for SEC jurisdiction over any com- 
pany “primarily engaged, directly or indirectly, in the business of investing, re- 
investing, owning, holding or trading in securities.””. The amendment should at 
least clearly exempt a holding company now subject to the Interstate Commerce 
Act and whose principal assets are railroad securities. 

I am sending copies of this letter to the Chairman of the Interstate Commerce 
Commission and the Chairman of the Securities and Exchange Commission. 

Sincerely yours, 
DonaLp D. Dart, General Counsel. 


(The following was received with reference to the above:) 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C., July 15, 1959. 
DonaLp D. Dart, Esq., 
General Counsel, Delaware & Hudson Co., 
New York, N.Y. 

Dear Mr. Dart: This is in response to your letter of June 29, 1959, in which 
you state that the Commission’s proposal embodied in S. 1181 and H.R. 2481 
to amend section 3(c)(9) of the Investment Company Act of 1940 is too broad. 
You express the view that the proposal would extend the jurisdiction of this 
Commission to encompass the Delaware & Hudson Co. You state that the Dela- 
ware & Hudson Co. is purely a holding company whose principal assets consist 
of all of the outstanding stock of two railroad companies. 

Since it does not appear that your company falls within the definition of an 
“investment company” under section 3(a) of the act, it would appear that you 
need have no concern regarding the proposal to amend section 3(c)(9). Your 
company apparently is not primarily engaged in investing, reinvesting or trading 
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in securities and, hence, does not come under section 3 a) (1 a Section $ (a) (2) 
pertains to face-amount certificate companies and is inapplicable. Section 
8(a)(3) sets forth a quantitative or statistical test encompassing a company 
owning or holding “investment securities” having a vi ilue exceeding 40 percent 
of the company’s total assets. Since “investment sec urities’’ do not include the 
securities of majority-owned subsidiaries, it would appear that paragraph (3) 
of this section is likewise not applicable to your company. 

In any event the proposed amendment to section 3(c)(9) was not intended 
to bring under the scope of the act, a company primarily engaged in a business 
other than that of an investment company, whether directly or through majority 
owned or controlled companies. The tests of section 3(b)(1) and 3(b) (2) 
under which companies, prima facie within the terms of section 3(a), are, 
nevertheless, excepted from the act because of their primary engagement in 
noninvestment company operations, directly or indirectly, would still apply 
except that the burden would be on the Commission to make the showing of 
primary engagement. 

If you have any further questions regarding this matter, please advise me. 

Sincerely yours, 
Epwarp N. Gapssy, Chairman. 

Senator Wiiu1amMs. Commissioner Gadsby is our final witness this 
morning. Good morning, Commissioner. Glad to have you back. 
We appreciate your cooperation in being available this morning. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN, SECURITIES AND 
EXCHANGE COMMISSION—Resumed 


Mr. Gapssy. Thank you, Senator. 

Senator WitxiaMs. I see that you are prepared to give us your 

views on many of the things that have been suggested, many of the 
ideas that have been advanced, in these he: arings. 

Mr. Gapspy. That is right, Senator. 

Senator Winu1ams. And you have done this through the prepared 
document I have here. 

Mr. Gapssy. I have a statement which I am prepared to deliver to 
the committee ; yes, sir. 

Senator Wituiams. Does this represent pretty much your full and 
comprehensive response to our requests ? 

Mr. Gapspy. With some exceptions, Senator. Some of the testi- 
mony which has been given, of course, is so recent that we have not 
had an opportunity adequately to digest it or to consider any possible 
changes we might make in view of the testimony which has been placed 
before you. 

Senator WituaMs. In that connection, I know you sat patiently 
through the long hearings this morning and heard some new thoughts 
advanced here by witnesses representing the New York Central ‘and 
the Alleghany Co. There might be, I would judge, some observation 
you would want to make on that, certainly, when you think it through. 

Mr. Gapssy. We have had that particular situation, of course, w vell 
under consideration, and, as I have indicated in my statement, we are 
dealing with the Interstate Commerce Commission in this regard. 

Senator Wintrams. We have a date for comment, do we not, July 6? 

Mr. Gapspy. I believe so; yes. 

Senator Wittiams. For comment on the conflict, or however we want 
to describe that area? 

Mr. Gapssy. Yes. 

Senator Witu1aMs. In addition to this single statement of some 20 
pages, you have other memorandums that you want to present? 
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Mr. Gapssy. Yes; in my statement I have alluded to some seven 
documents, some of which constitute specific comments on specific 
provisions that have been attacked or criticized, and some of which 
are other material which we think would be of value to the committee 
in its consideration of our suggested amendments. 

Senator WituiaMs. Fine. I would think the most efficient way to 
handle this would be to submit your statement and various specific 
observations in the several documents to the committee for the record, 

Mr. Gapspy. Very good. 

Senator Wituiams. And then if you would like to now summarize 
or generalize on your observations, why, we will be glad to hear that. 

( ‘Dise ‘ussion off the record. ) 

Mr. Gapssy. There is one additional thought that occurred to me 
after this statement came to me. The chairman was somewhat per- 
turbed at the suggestion that we base our injunctive actions upon past 
acts, and it occurred to me perhaps that the closest parallel that 1 
could show to what we were actually trying to do is the case of an 
injunction against a trespass. There, you see, you are enjoining 
against future acts on the basis of past acts, where you would have 
a man who was trespassing across your land. You are suing for 
injunction against further trespass on the basis of his having “done 
past acts, and similar ly here we are enjoining future violations on the 
basis of the defendant having violated in the past. I think the ease 
is fairly close, and it gives you an idea of the legal principles involved. 

Senator WinuiaMs. The analogy might be apt. It is based, how- 
ever, on the presumption that past acts give good warning and ample 
warning that there will be future acts. 

Mr. Gapssy. From the very nature of things, you cannot enjoin a 
present act. because the man just isn’t trespassing at the moment. He 
isn’t trespassing, and you have got to assume that his course of action 
in — past indicates a course of action in the future. 

I do want to state, Senator, if I may, that this statement and the 
attached documents will be supplemented by other memorandums 
which will meet. other points which we have been unable to cover up 
to the present time. Those documents we will attempt to have in your 
hands by the July 6 date that you set. 

Senator WiiiiaMs. Very well. 

Mr. Gapsspy. If I may summarize this statement in a few words, 
perhaps I should call your attention to the fact that there is relatively 
little, relatively few areas in which there is any serious controversy in 
these bills. Certain industry groups have picked out one or two sec- 
tions, and I think there are not more than half a dozen sections out 
of the 80-some sections of the bill that are in serious dispute; that is, 
as to anyone who is not making a shotgun attack upon the entire 
effort of the Commission to improve the standards of the acts. There 
are a few places, of course, where industry and ourselves have been 
unable to agree and where we have come to an impasse as between us. 
Those we will have to submit to the committee for resolution, of 
course. The bulk of the proposed amendments, I think, are non- 
controversial except for the, as I say, shotgun attack upon any amend- 
ment of these bills. 

As for that attitude, of course, we have no sympathy with it, be- 
cause we are specifically directed by the Securities and Exchange Act 
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to submit proposals for improvement of the bills as our administra- 
tive experience shows that they are desirable, and we consider that. it 
is our duty to propose such amendments. 

With those few remarks, Mr, Chairman, I am prepared to file with 
the stenographer the statement which I propose to make before your 
subcommittee and to offer for the record the various memorandums 
and other documents to which reference is made in the statement. 

Senator Wituiams. All right, we will receive those for the record 
and thank you for your full cooperation with our efforts at these 
hearings that we have had. 

(The documents referred to follow :) 


STATEMENT OF EpWARD N. GADSBY, CHAIRMAN, SECURITIES AND EXCHANGE 
COMMISSION 


Mr. Chairman and members of the subcommittee, you have heard testi- 
mony for several days from industry representatives and members of the bar 
with respect to the Commission’s legislative program. You have requested our 
comments with respect to the objections that have been raised and we shall 
submit for the record memorandums discussing these matters in detail. Mr. 
Chairman, I want to express my appreciation to you and the subcommittee for 
postponing our appearance scheduled for vesterday until today and for your 
suggestion that the record will be held open until we have sufficient time to per- 
mit the Commission to consider some of the questions, or suggestions, which 
we have been unable to complete by today. Certain of these suggestions merit 
more deliberate consideration than has been possible in 3 or 4 days’ time. This 
morning I would like to address myself briefly to questions raised by members of 
this subcommittee and certain objections advanced by representatives of industry 
and the bar. 

Before doing so, and since the testimony of industry representatives has neces- 
sarily been largely devoted to those areas in which they disagree with our pro- 
posals, I think that in the interest of putting the matter in context I should 
point out the rather limited area of disagreement. Our proposals embrace some 
87 amendments to 5 of the statutes which we administer. Aside from the rather 
broadside attack by the National Association of Securities Dealers upon the 
proposed amendments to the Securities Act and the Securities Exchange Act, 
there is really very little disagreement. The New York Stock Exchange and the 
American Stock Exchange took firm exception to only two provisions in our 
program. The National Association of Investment Companies took exception 
to only two provisions, and spokesmen for the investment advisory industry 
unanimously endorsed our program. Given the natural reluctance of regu- 
lated industries to submit to additional regulations, I think this is a remarkable 
degree of unanimity and a tribute not only to the fair-mindedness of most ele- 
ments of the industry, but also to the reasonableness of our proposals. 

Preliminarily, I might observe that some of these objections reflect a differ- 
ence of opinion as to the protection which should be afforded investors under the 
securities laws—I would note parenthetically that certain witnesses here have 
taken, to say the least, an extremely narrow view of the matter. There is also 
a divergence of views as to the rulemaking authority which may properly be 
delegated to an administrative agency such as ours. It is our view that a con- 
gressional authorization of this character does not necessarily require a cata- 
loging of abuses but only a showing of an area of potential imposition which would 
require agency action us necessary in the public interest, subject to appropriate 
standards. Fears of administrative abuse have been alluded to, which find no 
basis in fact in the 25 years of the Commission’s history nor does the record be- 
fore this subcommittee demonstrate otherwise. In addition, objection has been 
made to clarifying amendments which would give statutory expression to exist- 
ing judicial precedent. Finally, suggestions have been made for the introduction 
of procedures at variance with those which have become part of the basie fabric 
of administrative law and the relationship of the administrative agency to the 
judiciary. 

We are fully mindful, as has been pointed out during the course of these hear- 
ings, that our government is one of laws and not of men. But at the same time, 
within the framework of our system, it has been recognized that certain discre- 
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tion, particularly in the rulemaking area, must be vested in administrative agen- 
cies, The delegation of such authority to agencies results not only from a desire 
to afford flexibility and facility to meet changing situations but also because of 
the nature of problems presented. As the president of the Investment Counsel 
Association pointed out in these hearings on Tuesday, the problems are not 
simple, but complex. While, as he observed, there undoubtedly is difficulty in 
framing rules, an attempt to meet problems by rigid statutory language would be 
even worse. Of course, any rules implementing a statutory delegation of author- 
ity (for example such as those that the Commission might promulgate under the 
proposed amendment to section 8(d) of the Securities Exchange Act of 1934) 
would be subject to the safeguards with respect to rulemaking provided for in the 
Administrative Procedure Act. Furthermore, judicial review and congressional 
oversight produce an effective check upon arbitrary or capricious administrative 
action. 

We also note what seems to us a misconception of the function of the Commis- 
sion in suggesting legislation to the Congress. Certain witnesses would put us in 
a role akin to that of a prosecutor in a criminal case who has the burden of 
proving beyond a reasonable doubt and by documentary evidence the absolute 
necessity for each and every suggestion. Under section 23 of the Securities 
Exchange Act we are charged with the responsibility of transmitting to Congress 
such recommendations for further legislation as we may deem advisable with 
regard to matters within our jurisdiction. We have done so. Naturally, legis- 
lation should neither be proposed nor enacted if, in the judgment of the Commis- 
sion and the ultimate judgment of the Congress, its enactment is not desirable in 
the public interest, but I think there is no such burden of proof upon us, and no 
such presumption that our proposals should not be enacted as certain witnesses 
have suggested. 

At these hearings three proposals for further amendment of the Investment 
Advisers Act were submitted by industry representatives. One would modify the 
definition of the term “investment counsel” in section 208(c) of the act; the 
second would modify the present definition of the term “control” in section 
202(¢c) (2) of the act; and the third would add a new provision, section 211(c), 
which would in substance grant the Commission an exemptive authority where 
consistent with the standards of investor protection provided for in the statute. 
The Commission has no objection to any of these amendments insofar as they 
affect administration of the statute and the enforcement of its policy. However, 
I feel that I must point out that this last amendment relating to exemptive 
authority would impose an additional workload on the Commission and its staff 
which would have to be considered when we are formulating our budget 
estimates. 

At the subcommittee’s hearings last Thursday, Senator Javits requested that 
the Commission review its proposed amendment relating to companies subject 
to regulation by the ICC, embodied in section 7 of S. 1181 amending the Invest- 
ment Company Act, in light of the comments in a letter to the subcommittee from 
the Chairman Tuggle of the Interstate Commerce Commission. Conferences 
began on Monday of this week between staff representatives of our agency and 
of the Interstate Commerce Commission, and we are hopeful that agreement 
can be reached so that the areas of each agency’s jurisdiction can be delineated 
n the statute itself as suggested by Senator Javits. I want to make it perfectly 
‘lear, however, that in proposing this amendment we never intended to interfere 
vith the jurisdiction of the Interstate Commerce Commission over the carrier 
operations of companies which are primarily investment companies, or of their 
carrier subsidiaries. (See p. 518.) Our proposal is premised very simply on the 
view that investors in these investment companies should not be deprived of 
the protections which the Congress embodied in the Investment Company Act 
insofar as these companies engage in investment company activities. If such 
an investment company chooses to extend its operations to the control of an 
interstate carrier system bringing itself within the regulation necessary to pro- 
mote national transportation policies, then the company should not be heard to 
complain that it is subject to regulation under more than one statute. Having 
voluntarily determined the nature of its operations, the necessary regulatory 
consequences should follow. 

(See full memorandum on this subject, p. 557, appendix.) 

As I understand the testimony before the subcommittee a week ago today, 
there are but two other objections to our 27 proposals to amend the Investment 
Company Act. Representatives of the National Association of Investment Com- 
panies, testifying on sections 12 and 16 of S. 1181, have not contended that it 
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would be undesirable for stockholders to approve changes in fundamental in- 
yestment policy. Nevertheless, they have objected to the proposed amendment 
because it would make such approval mandatory and might, therefore, impair 
management’s flexibility. As more fully pointed out in a detailed memorandum, 
which is appended hereto (see p. 471), management, and not our agency, would 
continue to determine the area of investment policy, and within the area chosen 
management would have complete “flexibility.” Our proposal would merely 
require a stockholder vote before management alters its chosen investment policy. 
However, if the investment company desires to be completely unrestricted as 
to the type of securities in which it intends to invest, and so represents, it would 
have complete freedom of action and would be unaffected by the amendment. 

As Mr. Eaton testified, the public is offered shares of many different kinds of 
investment companies varying widely in their investment objectives and char- 
acteristics. Having invested on the basis of these representations the stock- 
holder should not, in the unlimited discretion of management, find himself in an 
entirely different kind of fund which may be unsuited to his particular needs. 

Secondly, contrary to the association’s contention, the Commission’s proposal 
with respect to independent directors in section 13 of 8. 1181 is entirely consistent 
with the intention of the Congress in adopting the Investment Company Act, 
as demonstrated by the legislative history. This is fully pointed out in appendix 
© of the memorandum which I have just filed with the subcommittee. 

The other principal complaint of the association with respect to this proposal 


is that it would be more difficult to secure directors. We doubt that any real 


hardship is involved since substantially all investment companies presently com- 
ply with the spirit of the act and would not be affected by the proposed amend- 
ment. In any event, this complaint would not be a good reason for depriving 
investors completely of directors independent of the management, investment 
adviser, and underwriter who would serve as “watchdogs” to protect the interest 
of the public investor. 

Turning to S. 1178, which would amend the Securities Act, objection has been 
raised to section 5 of the bill which would impose civil liabilities for false and 
misleading filings with the Commission that are employed in certain exempt 
offerings, and section 10 of the bill which would impose criminal liability for 
willful misstatements or omissions in documents filed with the Commission. I 
can only reemphasize the position we took at the opening day of the hearings 
and point out that it is not unreasonable, indeed fairness requires, that those 
who are responsible for the falsity or misleading character of the information 
contained in documents which have been filed with the Commission and employed 
in connection with an offering exempt from registration should be held civilly 
accountable to investors who are victims of fraud. Nor can we see any reason 
in the world why section 24 of the act should not make it perfectly clear that 
criminal sanctions can be imposed upon a person who has willfully filed false 
or misleading statements with the Commission in connection with any required 
filing under the act. 

In response to questions by Senator Bush, Mr. Woodside pointed out that the 
Commission’s proposed amendment to section 12 would tend to make the issuer 
more careful. The objections raised echo the unfounded fears expressed in 
1933 by those who objected to the civil liability provisions of the statute relating 
to registered issues. 

The protests now raised are to be contrasted with the statements of Mr. 
Robinson, a practicing attorney, who testified on June 17 that strengthening 
these civil and criminal penalties in the Securities Act would result in an 
increased esteem both by the investing public and by reputable dealers for the 
offering circulars used in these small issues and thus assist small business in 
its search for capital. 

Last week, Mr. Chairman, in response to questions from you, Mr. Loomis and 
I testified at length on our proposal in section 7 of S. 1178. We have frequently 
been faced with contentions of respondents that since their conduct which vio- 
lates the statute has ceased, no injunction should issue. In some instances the 
injunction has been denied, but since there were other factors in the cases we 
“annot ascertain the impact of the argument of cessation of the misconduct. 

The amendment we propose would make it clear that upon a proper showing 
an injunction would issue against a person who has violated the statute, or a 
rule or order thereunder. This clarification is wholly consistent with judicia 
precedent. See, for example, Otis € Co. v. S.E.C. (106 F. 2d 579 (C.A. 6, 1939) ) 
We reiterate what we have said time and again, that under the amendment the 
courts would still have their traditional equity power to determine whether or 
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not an injunction is appropriate in the circumstances. I should also emphasize 
that the injunctions here involved merely restrain violations of the statute. 
They do not prohibit the sale of the securities if the statute is complied with. 

A further major industry criticism of this provision is their insistence that 
in an injunctive proceeding brought to enjoin violation of a Commission order, 
the respondent should be entitled to attack collaterally the validity of the order. 
The proponents of this view do not contend that the respondent is without his 
existing statutory right to seek timely review of the Commission order. They 
suggest that the respondent not having availed himself of his statutory right 
of review, should be given a second bite when he decides to disobey the Com- 
mission order. Any statutory sanction to this concept of collateral attack 
would strike at the very core of established procedures for judicial review of 
agency orders. 

Some objection has been voiced to the amendment which would make clear 
that aiders and abettors may be reached in civil and administrative proceedings, 
Suffice it to say that if an aider and abettor may be sent to jail for misconduct, 
he surely should be answerable civilly or in administrative proceedings, as is 
discussed in a memorandum prepared by our Office of General Counsel which 
is appended hereto. (See p. 275.) 

The foregoing observations on the proposal with respect to injunctions and 
aiders and abettors are equally applicable to similar recommendations made in 
sections 22 and 24 of S. 1179 dealing with the Securities Exchange Act of 1934 

The American Bar Association has volunteered an amendment relating to 
withdrawal of registration statements which is designed to defeat stop-order 
procedures which are now available to the Commission under section 8 of the 
statute. In urging its proposal, the American Bar Association even goes beyond 
the restrictive holding of the court in Jones v. 8.E.C. (298 U.S. 1 (1986)). In 
considering this case the courts have consistently found a reason not to follow 
it. Indeed, the Supreme Court itself has stated that the Jones case represents 
a judicial view of the administrative process which is no longer current. See 
U.S. v. Morton Salt (338 U.S. 682, 642 (1950)). In any event, the proposal of 
the bar association to grant an absolute right to withdraw a registration state- 
ment which has not become effective and where there has been no sale of a 
security would produce a more restrictive result than contemplated by the Jones 
case, and would specifically overrule the recent decision of the Court of Appeals 
for the Fifth Circuit in Columbia General Investment Company v. S.E.C. (265 
F. 2d 559 (C.A. 5, 1959) ). Furthermore, the purpose and effect of that portion 
of the bar association’s proposal referring to the issuance of an order of the 
Commission supported by “findings” in connection with a request for with- 
drawal is not clear. It is clear, however, whatever its purpose, that certain 
constructions of the language might be urged that would seriously interfere 
with and burden the Commission’s stop-order procedures. 

The “public interest” considerations, which have governed the Commission's 
actions in the area of withdrawals, and the need for rejecting the restraints 
which the bar association would impose upon the Commission, are eloquently 
stated by the court in the Columbia General decision, a copy of which is ap- 
pended hereto. (Seep. 344.) 

A related matter is the objection raised by the bar association to the codifica- 
tion of the Commission’s existing practice in the handling of withdrawals of 
applications for registration as a broker-dealer under the Securities Exchange 
Act. Under our proposal, embodied in section 13 of S. 1179, an applicant for 
registration could withdraw as a matter of right only if his withdrawal appli- 
sation preceded the institution of a Commission proceeding for denial. A com- 
parable provision with respect to investment advisers is contained in section 5 
of S. 1182. 

Relying essentially on the same theme that it takes in volunteering the amend- 
ment under the Securities Act, the bar association suggests that our proposal 
would somehow confer upon the Commission untrammeled authority to deny 
applications for withdrawal without regard to the public interest. The Com- 
mission has been fully mindful in considering applications for withdrawal under 
the Exchange Act that public interest factors should be paramount in its deter- 
mination. Perhaps the best answer to the bar association’s proposal is refer- 
ence to the manner in which the Commission has handled applications for regis- 
tration under its present administrative procedure which, as I have already 
pointed out, would merely be codified in the proposed amendment. During the 
3 fiscal years, 1957, 1958, and 1959, 2,320 applications for registration were 
filed. Fifty-one requests to withdraw such applications were made before the 
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institution of any proceeding and the requests were granted without objection. 
In 27 cases denial proceedings were commenced during the 3-year period, and 


e. ' 11 requests for withdrawal were filed after the institution of the proceedings. 
he | Eight were denied and three were granted. In reaching our decision as to 
at whether or not to grant or deny these requests we premised our conclusions on 
e, the public interest. 

r. While permitting withdrawal in the middle of a proceeding may result in 
is waste of time and money to the Government, avoidance of this is not the major 
ey reason for our proposal, as some have suggested. Section 15(b) of the Securi- 
ht ties Exchange Act embodies a congressional determination that the public inter- 
m- | est requires the exclusion from the securities industry of certain persons whose 
ck acts of misconduct have been deteeted, would provide a means to frustrate this 


of | congressional purpose, and might give such disqualified persons delayed en- 
trance to the industry. 


rT We plan to file a memorandum discussing this whole matter of withdrawal. 
ss. | (See p. 339.) 
ct, The principal areas of controversy in connection with the proposed amend- 
is } ments to the Securities Exchange Act of 1934, embodied in S. 1179 are, first,. 
ch the modification of section 8(d) of the act, as proposed in section 7 of the bill, 
to grant the Commission rulemaking authority to provide safeguards in connec- 
nd tion with the handling of securities carried by brokers and dealers for the 
in accounts of customers. The other is the proposal embodied in section 30 of the 
. bill which would authorize the Commission in its discretion to recover in a civil 
to action on behalf of the United States $100 per day for the failure to file reports 
er required pursuant to the statute for each day of delinquency. 
he Since the Commission has neither the inclination nor the desire to be either 
nd cavalier or unduly drastic in its recommendations, we would like a further 
In opportunity to consider these matters to determine whether or not in the light 
wy of the suggestions made here during the past week, any modification should 
ts be made in our proposals. We will, of course, inform the committee promptly 
ee upon reaching our decision in these matters. (See pp. 3387, 352. 
of Section 15 of the bill would authorize the Commission summarily to suspend 
te- for one or more periods of 10 days trading in a security over the counter where 
a necessary in the public interest and for the protection of investors. This 
en 


amendment in substance also prohibits any broker or dealer from effecting 


us transactions over the counter in such a suspended security. It has been sug- 
se gested that the Commission be authorized where appropriate to exempt brokers 
on and dealers from this prohibition. While the Commission does not now foresee 
he circumstances where such exemption might be appropriate, we have no objection 
‘h- to having the authority to exempt by rules and regulations. Appended hereto 
Hn is a memoradum discussing this matter. (See p. 350.) 
Tre On the basis of the views that have been expressed before this committee, 
y we see no reason for otherwise modifying the proposals that we have made 
as under the Securities Exchange Act of 1934. 
its In connection with the proposals for amendment of section 15(b) of the 
ily \ act which relates to the registration of over-the-counter brokers and dealers, 
iP two objections have been raised. I have already discussed the first objection 
relating to the withdrawal of applications for registration. Industry repre- 
‘“l- | sentatives have also quarreled with the enlargement of the time that would 
of be provided the Commission in acting upon applications for registration where 
ge the applicant is subject to one of the statutory disqualifications. The industry 
‘or representatives do not dispute the need for time enlargement; they complain 
i only about the extent of enlargement. The time that we have suggested is that 
= which, in our judgment, based on experience is necessary to afford us the oppor- 
ie tunity to conduct the hearing called for by the statute, to provide the procedural 
safeguards prescribed by the Administrative Procedure Act, and to allow us 
1d- adequate opportunity to consider the record and the arguments of the partici- 
sal pants and arrive at an informed decision in the matter. In our opinion objec- 
= tions based on nothing more than visceral reaction to the length of time we 


have suggested should give way to our experience in these matters. Appended 
ler hereto is a memorandum which discusses this entire matter in detail and re- 
lates our experience with respect to the duration of administrative proceed- 
oe ings. (See p. 348.) 

| The National Association of Securities Dealers has challenged the proposal 


embodied in section 14 of the bill which would grant the Commission rulemaking 
> ‘ -> y ft hic . ” ae : ° ee ° 

“a authority with respect to “when issued” or “when distributed” trading over-the- 
» rm™.: 2 ° . . ‘ 

nes counter. This provision would in substance parallel authority which the Com- 
} 


mission now has over such trading in listed securities. The association opposes 
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our proposal on the ground that since it has some authority in the area ther 
is no reason that the Commission should also have jurisdiction. We can hardly 
accede to this approach. Rules should apply not only to members of the aggo. 
ciation but also to other broker-dealers, and should be subject to statutory 


sanctions. The association mentioned that it had rules on this topic. These dea) ‘9 


only with the mechanics of making and performing when-issued contracts, pri. | 
marily as between members of the association, with suggested forms for such | 
contracts, and with related matters. The problem goes beyond procedure. 

In addition, the association in objecting to sections 14 and 15 of the bill, makes 
the unfounded assertion (p. 78) that these sections are intended to authorin | 
the Commission “to require periodic reporting and other action by smaller local 
companies.” We have great difficulty in understanding this vague and un- f 
explained contention. If it is intended to suggest that the Commission is ip. 
directly intending to achieve the objectives of S. 1168, 85th Congress, the answer 
is that the proposed amendments have no such purpose and will accomplish x 
such result. S. 1168 proposed the extension of the reporting provisions of 
sections 12, 13, and 16 of the Securities Exchange Act and the proxy solicita- 
tion provisions of section 14 of that act to certain corporations whose securitie 
are publicly held but are not listed and registered on a national securitie 
exchange. See Senate Report 700, 85th Congress. The provisions of sections 
14 and 15 are not designed in any way to effect this result. 

Section 18 of the bill has generated an objection from an anomalous quarter, 
This provision would permit the Commission to impose remedial sanctions 
against an exchange which is not able to comply with the statute or whose rules 
are not just and adequate to insure fair dealing and to protect investors. Sig. 
nificantly, the exchanges have not raised any objection, presumably recognizing 
the appropriateness of the proposal. However, the NASD, which is solely con- 
cerned with the over-the-counter markets, apparently envisages danger to the 
exchanges where the exchanges see none. 

It is suggested that section 29 of the bill, which would make it clear in see 
tion 19(a)(4) of the act that the Commission where necessary in the publi 
interest may suspend trading in a listed security for one or more period of 1( 
days, should contain a limit on the aggregate number of days which a security 
may be so suspended. This is a power granted to meet emergencies. We ar 
aware of its breadth and exercise it sparingly. The duration of the suspension 
must depend upon the duration of the emergency, a matter nat subject to 
anyone's control. The suggestion that, after a certain period of time, the Con: 
mission should commence a proceeding under sections 19(a) (2) of the statute, 
overlooks the fact that often the emergency which requires suspension under 
section 19(a)(4) furnished no basis for a section 19(a)(2) proceeding. The 
latter proceeding can only be undertaken where the issuer failed to comply 
with the statute or rules thereunder. Appended hereto is a memorandum 
which discusses our views on this matter in detail. (Seep. —.) 

The National Association of Securities Dealers has also taken issue witl 
the proposal in section 25 of the bill to make applicable the Federal bankrupt 
statute in an injunction proceeding where a broker-dealer is unable to meet his 
debts as they mature. The association objects to this proposal on the theory 
that this involves an extension of the Commission's authority. While it is true 
that the Commission would be authorized to seek the appointment of a receiver 
with the powers of a trustee in bankruptcy, the Commission would have ne 
additional authority. Additional authority would be vested in the court and in 


the trustee. The reasonableness of our proposal is patent. It would make} 


applicable to an insolvent broker-dealer those standards which the Congress 
has adopted in the bankruptcy statute for the administration of a debtor's 
estate. 

The American Bar Association has also objected to the proposed amendment 
of section 305(b) of the Trustee Indenture Act of 1939, which is embodied it 
section 3 of S. 1180. As more fully pointed out in the memorandum appended 
hereto (see p. 400), the amendment in general conforms the administrative pro 
cedures under the Trust Indenture Act to these contained in section 8(d) of 
the Securities Act relating to stop orders. 

Senator Winu1ams. We have no definite plans except the date of 
July 6, so I believe our recess now will be subject to call of the chair- 
Miah. 

(Whereupon, at 12:07 p.m., the committee was recessed subject to 
the call of the chairman. ) 
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APPENDIX 





The following were ordered inserted in the record. Reference will 
be found on page 2. 
[S. 1178, 86th Cong., 1st sess.] 


A BILL To amend certain provisions of the Securities Act of 1933, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (5) of section 2 of the Se- 
curities Act of 1933, as amended, is amended by striking out “Federal Trade 
Commission” and inserting in lieu thereof “Securities and Exchange Commis- 
sion”. 

Sec. 2. Paragraph (6) of section 2 of the Securities Act of 1933, as amended, 
isamended by striking out “Alaska,” and ‘‘the Philippine Islands,”. 

Sec. 3. Subsection (b) of section 3 of the Securities Act of 1933, as amended, 
is amended by striking out “$300,000” and inserting in lieu thereof “$500,000”. 

Sec. 4. Subsection (a) of section 9 of the Securities Act of 1933, as amended, 
is amended by striking out “sections 239 and 240 of the Judicial Code, as 
amended (U.S.C., title 28, secs. 346 and 347)”, and inserting in lieu thereof 
“section 1254 of title 28, United States Code’”’. 

Sec. 5. Section 12 of the Securities Act of 1933, as amended, is amended to 
read as follows: 

“Sec. 12. (a) Any person who— 

“(1) offers or sells a security in violation of section 5, or 

“(2) offers or sells a security (whether or not exempted by the pro- 
visions of section 38, other than paragraph (2) of subsection (a) thereof, 
by means of a prospectus or oral communication, which includes an untrue 
statement of a material fact or omits to state a material fact necessary in 
order to make the statements, in the light of the circumstances under 
which they were made, not misleading (the purchaser not knowing of such 
untruth or omission), and who shall not sustain the burden of proof that 
he did not know, and in the exercise of reasonable care could not have 
known, of such untruth or omission, shall be liable to the person purchasing 
such security from him, who may sue either at law or in equity in any 
court of competent jurisdiction, to recover the consideration paid for such 
security with interest thereon, less the amount of any income received 
thereon, upon the tender of such security, or for damages if he no longer 
owns the security: Provided, That the provisions of clause (2) of this 
section shall apply only where the mails or any means or instruments of 
transportation or communication in interstate commerce is used, directly 
or indirectly, in connection with or in furtherance of such offer or sale 
or any related act or transaction. 

“(b) In case any statement or document filed with the Commission in con- 
nection with any offering of securities pursuant to an exemption under section 
3(b) or section 3(c), on the date of such statement or document, contained 
an untrue statement of a material fact or omitted to state a material fact re- 
quired by the Commission’s rules and regulations to be stated therein or neces- 
Sary to make the statements therein, in the light of the circumstances under 
which they were made, not misleading, any person (not knowing of such un- 
truth or omission) who receives or is shown a copy of such statement or docu- 
ment in connection with a purchase of such securities, or who relies directly 
or indirectly on such untrue statement or omission in connection with such 
purchase, may, either at law or in equity, in any court of competent jurisdic- 
tion, sue the issuer, any person who signed such statement or document, and 
any person who made or caused to be made such untrue statement or omission 
therein, to recover the consideration paid for such security with interest there- 
on, less the amount of any income received thereon, upon the tender of such 
security to the person sued, or for damages if he no longer owns the security. 
No person other than the issuer shall be liable as provided herein if he shall 
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sustain the burden of proof that he acted in good faith and did not know of 
the untruth or omission on which the action is based. Every person who 
becomes liable to make payment under this subsection may recover contribution 
as in cases of contract from any person who if sued separately would have 
been liable to make the same payment, unless the person who has become liable 
was primarily at fault.” 

Sec. 6. Section 13 of the Securities Act of 1933, as amended, is amended 
to read as follows: 

“Sec. 13. No action shall be maintained to enforce any liability created under 
section 11, section 12(a)(2), or section 12(b) unless brought within one year 
after the discovery of the untrue statement or the omission, or after such dis- 
covery should have been made by the exercise of reasonable diligence, or, if 
the action is to enforce a liability created under section 12(a)(1), unless 
brought within one year after the violation upon which it is based. In no event 
shall any such action be brought to enforce a liability created under section 11, 
section 12(a)(1), or section 12(b) more than three years after the security was 
bona fide offered to the public, or under section 12(a)(2) more than three 
years after the sale.” 

Sec. 7. Subsection (b) of section 20 of the Securities Act of 1933, as amended, 
is amended to read as follows: 

“(b) Whenever it shall appear to the Commission that any person has en- 
gaged, is engaged, or is about to engage in any acts or practices constituting a 
violation of the provisions of this title, or of any rule or regulation prescribed 
under authority thereof, or that any person has failed to comply with the 
provisions of this title, any rule or regulation prescribed under authority thereof, 
or any order of the Commission made in pursuance thereof, it may in its dis- 
cretion, bring an action in any district court of the United States, United States 
court of any Territory, or the United States District Court for the District of 
Columbia to enjoin such acts or practices, and to enforce compliance with 
this title or any such rule, regulation, or order. Upon a proper showing that 
such person has engaged, is engaged or is about to engage in any such act or 
practice, or that he has failed to comply with this title or any such rule, regu- 
lation, or order, a permanent or temporary injunction, restraining order, or 
other order shall be granted without bond. The Commission may transmit 
such evidence as may be available concerning such acts or practices to the 
Attorney General who may, in his discretion, institute the necessary criminal 
proceedings under this title. Any such criminal proceeding may be brought 
either in the district wherein the transmittal of the prospectus or security 
complained of begins, or in the district wherein such prospectus or security 
is received.” 

Sec. 8. Subsection (c) of section 20 of the Securities Act of 1933, as amended, 
is repealed. 

Sec. 9. Subsection (a) of section 22 of the Securities Act of 1933, as amended, 
is amended by striking out “sections 128 and 240 of the Judicial Code, as 
amended (U.S.C., title 28, sees. 225 and 347)” and inserting in lieu thereof 
“sections 1254, 1291. 1292 and 1293 of title 28, United States Code”. 

Sec. 10. Section 24 of the Securities Act of 1933, as amended, is amended to 
read as follows: 

“Sec. 24. Any person who willfully violates any of the provisions of this title, 
or the rules and regulations promulgated by the Commission under authority 
thereof, or any person who willfully, in a registration statement, application, 
report or document filed under this title or any rule or regulation thereunder, 
makes any untrue statement of a material fact or omits to state any material 
fact required to be stated therein or necessary to make the statements therein 
not mis:eading, shall upon conviction be fined not more than $5,000 or impri- 
soned not more than five years, or both.” 

Sec. 11. The Securities Act of 1933, as amended, is amended by adding the 
following new section: 

“ASSOCIATED PERSONS 


“Sec. 29. It shall be unlawful for any person indirectly, or through or by 
means of any other person, to do any act or thing which it would be unlawful 
for such person to do directly under the provisions of this title or any rule or 
regulation thereunder. It shall be unlawful for any person to aid, abet, 
counsel, command, induce or procure the violation of any provision of this 
title or any rule or regulation thereunder by any other person. These provi- 
sions shall not constitute a limitation with respect to the applicability to this 
title of section 2 of title 18, United States Code.” 
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SECURITIES AND EXCHANGE COMMISSION 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE SECURITIES AcT OF 1933, 
AS AMENDED 


[Deletions in black brackets; additions in italic] 


Section 1 would amend paragraph (5) of section 2 of the Securities Act of 
1933, as amended, as follows: 

“(5) The term ‘Commission’ means the [Federal Trade Commission] Secu- 
rities and Exchange Commission.” 

Section 2 would amend paragraph (6) of section 2 of the Securities Act of 
1933, as amended, as follows: 

“(6) The term ‘Territory’ means [Alaska,] Hawaii, Puerto Rico, [the Philip- 
pne Islands,J Canal Zone, the Virgin Islands, and the insular possessions of 
the United States.” 

Section 3 would amend subsection (b) of section 3 of the Securities Act of 
1933, as amended, as follows: 

“(b) The Commission may from time to time by its rules and regulations, 
and subject to such terms and conditions as may be prescribed therein, add any 
class of securities to the securities exempted as provided in this section, if it 
finds that the enforcement of this title with respect to such securities is not 
necessary in the public interest and for the protection of investors by reason of 
the small amount involved or the limited character of the public offering; but 
no issue of securities shall be exempted uader this subsection where the ag- 
gregate amount at which such issue is offered to the public exceeds [$300,000] 
8500 000." 

Section 4 would amend subsection (a) of section 9 of the Securities Act of 
1933, as amended, as follows: 

“(a) Any person aggrieved by an order of the Commission may obtain a re 
view of such order in the Court of Appeals of the United States, within any 
circuit wherein such person resides or has his principal place of business, or in 
the Court of Appeals of the District of Columbia, by filing in such court, within 
sixty days after the entry of such order, a written petition praying that the 
order of the Commission be modified or be set aside in whole or in part. A 
copy of such petition shall be forthwith served upon the Commission, and 
thereupon the Commission shall certify and file in the court a transcript of the 
record upon which the order complained of was entered. No objection to the 
order of the Commission shall be considered by the court unless such objection 
shall have been urged before the Commission. The finding of the Commission 
as to the facts, if supported by evidence, shall be conclusive. If either party 
shall apply to the court for leave to adduce additional evidence, and shall show 
to the satisfaction of the court that such additional evidence is material and 
that there were reasonable grounds for failure to adduce such evidence in the 
hearing before the Commission, the court may order such additional evidence to 
be taken before the Commission and to be adduced upon the hearing in such 
manner and upon such terms and conditions as to the court may seem proper. 
The Commission may modify its findings as to the facts, by reason of the ad- 
ditional evidence so taken, and it shall file such modified or new findings, 
Which, if supported by evidence, shall be conclusive, and its recommendation, if 
any, for the modification or setting aside of the original order. The jurisdic- 
tion of the court shall be exclusive and its judgment and decree, affirming, 
modifving, or setting aside, in whole or in part, any order of the Commission, 
shall be final, subject to review by the Supreme Court of the United States upon 
certiorari or certification as provided in [sections 239 and 240 of the Judicial 
Code, as amended (U.S.C., title 28, secs. 346 and 347)] section 1254 of title 
28, United States Code.” F 

Section 5 would amend section 12 of the Securities Act of 1933, as amended, 
as follows: 

“Src. 12. (@) Any person who— 

“(1) offers or sells a security in violation of section 5, or , 

“(2) offers or sells a security (whether or not exempted by the provisions 
of section 3, other than paragraph (2) of subsection (a) thereof), [by the 
use of any means or instruments of transportation or communication in 
interstate commerce or of the mails,] by means of a prospectus or oral 
communication, which includes an untrue statement of a material fact or 
omits to state a material fact necessary in order to make the statements, 
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in the light of the circumstances under which they were made, not misleading 
(the purchaser not knowing of such untruth or omission), and who shall 
not sustain the burden of proof that he did not know, and in the exercise 
of reasonable care could not have known, of such untruth or omission, shall 
be liable to the person purchasing such security from him, who may sue 
either at law or in equity in any court of competent jurisdiction, to recover 
the consideration paid for such security with interest thereon, less the 
amount of any income received thereon, upon the tender of such security, 
or for damages if he no longer owns the security [.]: Provided, That the 
provisions of clause (2) of this section shall apply only where the mails 
or any means or instruments of transportation or communication in inter- 
state commerce is used, directly or indirectly, in connection with or in 
furtherance of such offer or sale or any related act or transaction. 

“(b) In case any statement or document filed with the Commission in con- 
nection with an offering of securities pursuant to an exemption under section 
3(b) or section 3(c), on the date of such statement or document, contained an 
untrue statement of a material fact or omitted to state a material fact required 
by the Commission's rules and regulations to be stated therein or necessary to 
make the statements therein, in the light of the circumstances under which they 
were made, not misleading, any person (not knowing of such untruth or omission) 
who receives or is shown a copy of such statement or document in connection with 
a purchase of such securities, or who relies directly or indirectly on such untrue 
statement or omission in connection with such purchase, may, either at law or 
in equity, in any court of competent jurisdiction, sue the issuer, any person who 
signed such statement or document, and any person who made or caused to be 
made such untrue statement or omission therein, to recover the consideration 
paid for such security with interest thereon, less the amount of any income 
received thereon, upon the tender of such security to the person sued, or for 
damages if he no longer owns the security. No person other than the issuer 
shall be liable as provided herein if he shall sustain the burden of proof that 
he acted in good faith and did not know of the untruth or omission on which 
the action is based. Every person who becomes liable to make payment under 
this subsection may recover contribution as in cases of contract from any person 
who if sued separately would have been liable to make the same payment, unless 
the person who has become liable was primarily at fault.” 

Section 6 would amend section 13 of the Securities Act of 1933, as amended, as 
follows: 

“Sec. 13. No action shall be maintained to enforce any liability created under 
section 11, [or] section 12(a)(2) or section 12(b) unless brought within one 
year after the discovery of the untrue statement or the omission, or after such 
discovery should have been made by the exercise of reasonable diligence, or, if 
the action is to enforce a liability created under section 12(a) (1), unless brought 
within one year after the violation upon which it is based. In no event shall 
any such action be brought to enforce a liability created under section [11] //, 
Lor] section 12(a) (1) or section 12(b) more than three years after the security 
was bona fide offered to the public, or under section 12(a)(2) more than three 
years after the sale.” 

Section 7 would amend subsection (b) of section 29 of the Securities Act of 
1933, as amended, as follows: 

“(b) Whenever it shall appear to the Commision that any person [is engaged 
or about to engage] has engaged, is engaged, or is about to engage in any acts 
or practices [which constitute or will constitute] constituting a violation of the 
provisions of this title, or of any rule or regulation prescribed under authority 
thereof, or that any person has failed to comply with the provisions of this title, 
any rule or regulation prescribed under authority thereof, or any order of the 
Commission made in pursuance thereof, it may in its discretion, bring an action 
in any district court of the United States, United States court or any Territory, 
or the United States District Court for the District of Columbia to enjoin such 
acts or practices, and to enforce compliance with this title or any such rule, 
regulation or order [, and upon]. Upon a proper showing that such person has 
engaged, is engaged or it about to engage in any such act or practice, or that 
he has failed to comply with this title or any such rule, regulation, or order, 
a permanent or temporary injunction, [or] restraining order, or other order 
shall be granted without bond. The Commission may transmit such evidence 
as may be available concerning such acts or practices to the Attorney General 
who may, in his discretion, institute the necessary criminal proceedings under 
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this title. Any such criminal proceedings may be brought either in the district 
wherein the transmittal of the prospectus or security complained of begins, or 
in the district wherein such prospectus or security is received.” 

Section 8 would repeal subsection (c) of section 20 of the Securities Act of 1933, 
as amended, as follows: 

“E(c) Upon application of the Commission the district courts of the United 
States, the United States courts of any Territory, and the United States District 
Court for the District of Columbia, shall also have jurisdiction to issue writs of 
mandamus commanding any person to comply with the provisions of this title 
or any order of the Commission made in pursuance thereof.]” 

Section 9 would amend subsection (a) of section 22 of the Securities Act of 1983, 
as amended, as follows: 

“(a) The district courts of the United States, the United States courts of any 
Territory, and the United States District Court for the District of Columbia 
shall have jurisdiction of offenses and violations under this title and under the 
rules and regulations promulgated by the Commission in respect thereto, and, 
concurrent with State and Territorial courts, of all suits in equity and actions 
at law brought to enforce any liability or duty created by this title. Any such 
suit or action may be brought in the district wherein, the defendant is found or 
is an inhabitant or transacts business, or in the district where the offer or sale 
took place, if the defendant participated therein, and process in such cases may 
be served in any other district of which the defendant is an inhabitant or wherever 
the defendant may be found. Judgments and decrees so rendered shall be subject 
to review as provided in [sections 128 and 240 of the Judicial Code, as amended 
(U.S.C., title 28, secs. 225 and 347).] sections 1254, 1291, 1292, and 1293 of title 
28, United States Code. No case arising under this title and brought in any State 
court of competent jurisdiction shall be removed to any court of the United States. 
No costs shall be assessed for or against the Commission in any proceeding under 
this title brought by or against it in the Supreme Court or such other courts.” 

Section 10 would amend section 24 of the Securities Act of 1933, as amended, as 
follows: 

“Any person who willfully violates any of the provisons of this title, or the 
rules and regulations promulgated by the Commission under authority thereof, 
or any person who willfully, in a registration statement, application, report or 
document filed under this title or any rule or regulation thereunder, makes any 
untrue statement of a material fact or omits to state any material fact required 
to be stated therein or necessary to make the statements therein not misleading, 
shall upon convicion be fined not more than $5,000 or imprisoned not more than 
five years, or both.” 

Section 11 would amend the Securities Act of 1933, as amended, by adding 
the following new section: 


“ASSOCIATED PERSONS 


“Sec. 29. It shall be unlawful for any person indirectly, or through or by means 
of anu other person, to do any act or thing which it would be unlawful for such 
person to do directly under the provisions of this title or any rule or regulation 
thereunder. It shall be unlawful for any person to aid, abet, counsel, command, 
induce or procure the violation of any provision of this title or any rule or regula- 
tion thereunder by any other person. These provisions shall not constitute a 


limitation with respect to the applicability to this title of section 2 of title 18, 
United States Code.” 








SECURITIES ACT OF 1933 


AS AMENDED TO AUGUST 10, 1954 


[Pustic—No. 22 


73p ConGress | 


[H. R. 5480) 


AN ACT 


Io provide full and fair disclosure of the character of securities sold in interstate and foreign 
ommerce and through the mails, and to prevent frauds in the sale thereof, and for other purposes. 


Be it enacted by the Senate and House of Re prese ntatives 
of the United States of America in Congress assembled, 


TITLE I 


Short Title 


Section 1. This act may be cited as the Secu 


rities Act of 1933 


Definitions 


Sec. 2. When used in this title, unless the cor 
text otherwise requires 

(1) the term “security” means any note, stock, 
treasury stock, bond, debenture, evidence of in 
lebtedness, certificate of interest or participation 
n any profit-sharing agreement, collateral-trust 
ertificate, preorganization certificate or subscrip 
tion, transferable share, investment contract, vot 
ng-trust certificate, certificate of deposit for a 
security, fractional undivided interest in oil, gas, 
wr other mineral rights, or, in general, any interest 
or instrument commonly known as a “security,” 
or any certificate of interest or participation in, 
temporary or interim certificate for, receipt for, 
guarantee of, or warrant or right to subscribe to 
or purchase, any of the foregoing.’ 

2) The term “person” means an individual, a 

orporation, a partnership, an association, a joint 


Amended by Public No. 291, 73d Cong., approved June ¢ 
1934 As originally enacted this subsection read as follows 
l Phe term ‘security means any note, stock, treasur 


stock, bond, debenture, evidence of Indebtedness, certificate of 
nterest or participation in any profit-sharing agreement, col 
ateral-trust certificate, preorganization certificate or subscrip 





tien transferable share. investment contract voting trust 
ertificate, certificate of interest in property tangible or in 
tangible, or, in general, any instrument commonly known as a 


security, or any certificate of interest or participation In, tempo 
ary or interim certificate for, receipt for or warrant or right te 
subscribe tc r purchase, any of the foregoing.” 
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stock company, a trust, any unincorporated or- 
ganization, or a government or political subdivi- 
sion thereof. As used in this paragraph the term 
“trust” shall include only a trust where the interest 
or interests of the beneficiary or beneficiaries ar 
evidenced by a security. 

(3) The term “sale” or “sell” shall include every 
contract of sale or disposition of a security or in 
rhe term “offer to 
sell”, “offer for sale”, or “offer” shall include every 


terest in a security, for value 


attempt or offer to dispose of, or solicitation of an 
offer to buy, a security or interest in a security, for 
value The terms defined in this paragraph and 
the term “offer to buy” as used in subsection (c) 
of section 5 shall not include preliminary nego- 
tiations or agreements between an issuer (or any 
person directly or indirectly controlling or con- 
trolled by an issuer, or under direct or indirect 
common control with an issuer) and any under- 
writer or among underwriters who are or are to 
be in privity of contract with an issuer (or any 
person directly or indirectly controlling or con 
trolled by an issuer, or under direct or indirect 
common control with an issuer). Any security 
given or delivered with, or as a bonus on account 
of, any purchase of securities or any other thing, 
shall be conclusively presumed to constitute a part 
of the subject of such purchase and to have beer 
offered and sold for value. The issue or transfer 
of a right or privilege, when originally issued or 
transferred with a security, giving the holder of 
such security the right to convert such security 
into another security of the same issuer or of an- 
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other person, or giving a right to subscribe to 
another security of the same issuer or of another 
person, which right cannot be exercised until some 
future date, shall not be deemed to be an offer or 
sale of such other security ; but the issue or transfer 
of such other security upon the exercise of such 
right of conversion or subscription shall be deemed 
i sale of such other security.? 

+) The term “issuer” means every person who 


issues or proposes to issue any security; except 


that with respect to certificates of deposit, voting 


trust certificates, or collateral-trust certificates, or 
with respect to certificates of interest or shares in 
an unincorporated investment trust not having a 
hoard of directors (or persons performing similar 
functions) or of the fixed, restricted management, 
or unit type, the term “issuer” means the person 
or persons performing the acts and assuming the 
duties of depositor or manager pursuant tothe pro 
visions of the trust or other agreement or instru 
ment under which such securities are issued ; except 
that in the case of an unincorporated association 
which provides by its articles for limited liability 
of any or all of its members, or in the case of a trust, 
committee, or other legal entity, the trustees or 
members thereof shall not be individually liable 
is issuers of any security issued by the association, 
trust, committee, or other legal entity; except that 
with respect to equipment-trust certificates or like 
securities, the term “issuer” means the person by 
whom the equipment or property is or is to be used ; 
and except that with respect to fractional undi 
vided interests in oil, gas, or other mineral rights, 
the term “issuer” means the owner of any such 
right or of any interest in such right (whether 


*Amended by Public No. 577, 88d Cong., approved August 10 


1954. As originally enacted this subsection read as follows 
The terms ‘sale’, ‘sell’, ‘offer to sell’, or ‘offer for sale 
shall inclu every contract of sale or disposition of, attempt 


ffer t dispose of, or solicitation of an offer to buy a 
security or Interest in a security, for value; except that such 
terms shall t incifide preliminary negotiations or agreements 
between an issuer and any underwriter Any security given or 
delivered wit r as a bonus on account of any purchase of 
securities or any other thing. shall be conclusively presumed to 

ustitute a | of the subject of such purchase and to have 
The issue or transfer of a right or privilege 
when originally issued or transferred with a security, giving the 
holder of such security the right to convert such security into 
another « ity of the same issuer or of another person, or 
giving a right to subscribe to another security of the same 
issuer or of another person. which right cannot be exercised 
until some future date, shall not be deemed to be a sale of 
such other security; but the issue or transfer of such other 
security the exercise of such right of conversion or sub 
scription shall be deemed a sale of such other security 





been sold for value 
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whole or fractional) who creates fractional inter 
ests therein for the purpose of public offering. 

(5) The term “Commission” means the Federa 
Trade Commission.‘ 

(6) The term “Territory” means Alaska, Ha 
wail, Puerto Rico, the Philippine Islands,’ Canal 
Zone, the Virgin Islands, and the insular posses 
sions of the United States. 

(7) The 


trade or commerce in securities o1 any transporta 


term “interstate commerce” 


means 
tion or communication relating thereto among the 
several States or between the District of Columbia 
or any Territory of the United States and any 
State or other Territory, or between any foreign 
country and any State, Territory, or the District 
of Columbia, or within the District of Columbia. 

(8) The term “registration statement” means 
the statement provided for in section 6, and in 
cludes any amendment thereto and any report, 
document, or memorandum filed as part of * such 
statement or incorporated therein by reference. 

(9) The term “write” or “written” shall in 
clude printed, lithographed, or any 
graphic communication. 


means of 


(10) The term “prospectus” means any pros 


pectus, notice, circular, letter, 


or communication, written or by radio or tele 


advertisement, 


vision, which offers any security for sale or con 

firms the sale of any security; except that (a) a 
communication sent or given after the effective 
date of the registration statement (other than a 
prospectus permitted under subsection (b) of se 

tion 10) shall not be deemed a prospectus if it is 
proved that prior to or at the same time with such 


* Amended by Public No. 291, 73d Cong 
this subsection read as follows 


As originally enacted 


(4) The term ‘issuer’ means every person who issues or pro 
poses to issue any security or who guarantees a security either 
as to principal or income ; except that with respect to certificates 
of deposit, voting-trust certificates, or collateral-trust certificates 
or with respect to certificates of interest or shares in an unincor 
porated investment trust not having a beard of directors (or 
persons performing similar functions) or of the fixed, restricted 
management, or unit type. the term ‘issuer’ means the person or 
persons performing the acts and assuming the duties of depositor 
or manager pursuant to the provisions of the trust or other agree 
ment or instrument under which such securities are issued ; and 
except that with respect to equipment-trust certificates or like 
securities, the term ‘issuer’ means th 
equipment or property ts or is to be used 

* See Secs. 27 and 28, infra. being Sections 210 and 211, Title 
Il of Securities Exchange Act of 1934, providing for transfer to 
Securities and Exchange Commission” of all powers, duties 
and functions of the Federal Trade Commission 

* Presidential Proclamation No. 2695, effective July 4, 1946 
11 F. R. 7517, 60 Stat. 1352, granted independence to the Philip 
pine Islands 


person by whom the 


* Public No. 577 83d Cong. substituted the phrase 
part of" for the word ‘accompanying 


filed as a 
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communication a written prospectus meeting the 
requirements of subsection (a) of section 10 at the 
time of such communication was sent or given to 
the person to whom the communication was made, 
and (b) a notice, circular, advertisement, letter, or 
communication in respect of a security shall not be 
deemed to be a prospectus if it states from whom a 
written prospectus meeting the requirements of 
section 10 may be obtained and, in addition, does 
no more than identify the security, state the price 
thereof, state by whom orders will be executed, and 
contain such other information as the Commission, 
by rules or regulations deemed necessary or appro 
priate in the public interest and for the protection 
of investors, and subject to such terms and condi- 
tions as may be prescribed therein, may permit.’ 

(11) The term “underwriter” means any per 
son who has purchased from an issuer with a view 
to, or offers or sells for an issuer in connection with, 
the distribution of any security, or participates or 
has a direct or indirect participation in any such 
undertaking, or participates or has a participation 
in the direct or indirect underwriting of any such 
undertaking; but such term shall not include a 
person whose interest is limited to a commission 
from an underwriter or dealer not in excess of the 
usual and customary distributors’ or sellers’ com 
mission. As used in this paragraph the term 
“issuer” shall include, in addition to an issuer, any 
person directly or indirectly controlling or con- 


*Paragraph (10) originally read: “(10) The term ‘prospectus’ 
means any prospectus, notice, circular, advertisement, letter, or 

mmunication, written or by radio, which offers any security for 
sale; except that (@) & communication shall not be deemed 
& prospectus if it is proved that prior to such communication 
& written prospectus meeting the requirements of section 10 
was received, by the person to whom the communication was 
made, from the person making such communication or his prin 
cipal, and (b) a notice, circular, advertisement, letter, or com 
municetion in respect of a security shall not be deemed to be 
& prospectus If it states from whom a written prospectus meeting 
the requirements of section 10 may be obtained and, in addition 
does no more than identify the security, state the price thereof 
and state by whom orders will be executed.” 

As amended by Public No. 291, 73d Cong., it read: “(10) The 
term ‘prospectus’ means any prospectus, notice, circular, ad 
vertisement, letter, or communication, written or by radio 
which offers any security for sale; except that (a) a communi 
cation shall not be deemed a prospectus if it is proved that prior 
te or at the same time with such communication a written pro 
spectus meeting the requirements of section 10 was sent or 
given to the person te whom the communication was made, by 
the person making such communication or his principal, and 
(bd) @ notice, cireular, advertisement, letter, or communication 
im respect of a security shall not be deemed to be a prospectus 
if It states from whom a written prospectus meeting the require 
ments of section 10 may be obtained and, in addition, does no 
more than identify the security, state the price thereof, and state 
by whom orders will be executed.” 

The present werding was added by Public No. 577, 83d Cong 
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trolled by the issuer, or any person under direct 
or indirect common contro] with the issuer. 

(12) The term “dealer” means any person who 
engages either for all or part of his time, directly 
or indirectly, as agent, broker, or principal, in the 
business of offering, buying, selling. or otherwise 
dealing or trading in securities issued by another 
person. 


Exempted Securities 


Sec. 3. (a) Except as hereinafter expressly pro- 
vided, the provisions of this title shall not apply 
to any of the following classes of securities: 

(1) Any security which, prior to or within sixty 
days after the enactment of this title, has been sold 
or disposed of by the issuer or bona fide offered 
to the public, but this exemption shall not apply to 
any new offering of any such security by an issuer 
or underwriter subsequent to such sixty days; 

(2) Any security issued or guaranteed by the 
United States or any Territory thereof, or by the 
District of Columbia, or by any State of the United 
States, or by any political subdivision of a State or 
Territory, or by any public instrumentality of one 
or more States or Territories, or by any person 
controlled or supervised by and acting as an instru- 
mentality of the Government of the United States 
pursuant to authority granted by the Congress of 
the United States, or any certificate of deposit for 
any of the foregoing, or any security issued or 
guaranteed by any national bank, or by any bank- 
ing institution organized under the laws of any 
State or Territory or the District of Columbia, the 
business of which is substantially confined to bank 
ing and is supervised by the State or Territorial 
banking commission or similar official ; or any se 
curity issued by or representing an interest in or 
a direct obligation of a Federal Reserve Bank;' 

[Nore: See Appendix, I-F, p. 24, re ad- 
ditional exemption for securities issued 
under mortgage indenture insured under 
National Housing Act. ] 


*As amended by Public No. 291, 73d Cong 
enacted this paragraph read as follows 

“(2) Any security issued or guaranteed by the United States 
or any Territory thereof, or by the District of Columbia, or 
any State of the United States, or by any political subdivision of 
a State or Territory, or by any public instrumentality of one or 
more States or Territories exercising an essential governmental 
function, or by any corporation created and controlled or super 
vised by and acting as an instrumentality of the Government of 
the United States pursuant to authority granted by the Congress 
of the United States, or by any national bank, or by any banking 
institution organised under the laws of any State or Territory 
the business of which is substantially confined to banking and Is 


As originally 
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(3) Any note, draft, bill of exchange, or 
bankers’ acceptance which arises out of a current 
transaction or the proceeds of which have been 
or are to be used for current transactions, and 
which has a maturity at the time of issuance of 
not exceeding nine months, exclusive of days of 
grace, or any renewal thereof the maturity of 
which is likewise limited: 

(4) Any security issued by a person * organized 
and operated exclusively for religious, educational, 
benevolent, fraternal, charitable, or reformatory 
purposes and not for pecuniary profit, and no part 
of the net earnings of which inures to the benefit 
of any person, private stockholder, or individual ; 

Any security issued by a building and loan 
association, homestead association, savings and 
Joan association, or similar institution, substan 
tially all the business of which is confined to the 
making of loans to members (but the foregoing 
exemption shall not apply with respect to any such 
security where the issuer takes from the total 
amount paid or deposited by the purchaser, by 
way of any fee, cash value or other device whatso- 
ever, either upon termination of the investment at 
maturity or before maturity, an aggregate amount 
in excess of 3 per centum of the face value of such 
security), or any security issued by a farmers’ co- 
operative association as defined in paragraphs 
(12), (13), and (14) of section 103 of the Revenue 
Act of 1932; 

(6) Any security issued by a common or con- 
tract carrier, the issuance of which is subject to the 
provisions of section 20a of the Interstate Com 
merce Act, as amended; *° 


|Nore: See Appendix, I-E, p. 23, for 
relevant provisions of Interstate Com- 
merce and Motor Carrier Acts. ] 


(7) Certificates issued by a receiver or by a 
trustee in bankruptcy, with the approval of the 
court ; 

(8) Any insurance or endowment policy or 
annuity contract or optional annuity contract, 
issued by a corporation subject to the supervision 
of the insurance commissioner, bank commissioner, 
or any agency or officer performing like functions, 
supervised by the State or territorial banking commission or 
similar official; or any security issued by or representing an 
interest in or a direct obligation of a Federal reserve bank ;" 


* Public No. 291, 73d Cong. substituted the word “person” for 
the word “corporation 


* As amended by Section 214 of the Motor Carrier Act of 1935, 
approved August 9, 1935 
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of any State or Territory of the United States or 
the District of Columbia; 


{[Nore: See Appendix, I-G, p. 24, for 
limitation on this section with respect to 
investment companies. | 


(9) Any security exchanged by the issuer with 
its existing security holders exclusively where no 
commission or other remuneration is paid or 
given directly or indirectly for soliciting such 
exchange; 

(10) Any security which is issued in exchange 
for one or more bona fide outstanding securities, 
claims or property interests, or partly in such ex- 
change and partly for cash, where the terms and 
conditions of such issuance and exchange are ap 
proved, after a hearing upon the fairness of such 
terms and conditions at which all persons to whom 
it is proposed to issue securities in such exchange 
shall have the right to appear, by any court, or by 
any Official or agency of the United States, or by 
any State or Territorial banking or insurance com- 
mission or other governmental authority expressly 
authorized by law to grant such approval; ™ 


[Nore: See Appendix, I-A, B, C, and D, 
pp. 21-22, for additional exemptions pro- 
vided by the Bankruptcy Act. ] 


(11) Any security which is a part of an issue 
offered and sold only to persons resident within a 
single State or Territory, where the issuer of such 
security is a person resident and doing business 
within, or, if a corporation, incorporated by and 
doing business within, such State or Territory.” 


[Nore: See Appendix, I-G, p. 24, for 
limitation of this section with respect to 
investment companies. } 


" Public No. 291, 73d Cong. replaced the former section 4 (3 
with section 3 (a) (9) and the second clause of section 3 (a) (10) 
Section 4 (3) read as follows 

“(3) The issuance of a security of a person exchanged by 
it with its existing security holders exclusively, where no com 
mission or other remuneration is paid or given directly or 
indirectly in connection with such exchange; or the tssuance of 
securities to the existing security holders or other existing 
creditors of a corporation in the process of a bona fide reorgani 
zation of such corporation under the supervision of any court 
either in exchange for the securities of such security holders 
or claims of such creditors or partly for cash and partly in 
exchange for the securities or claims of such security holders 
or creditors.” 

* Public No. 291, 73d Cong. replaced the former section 9 (« 
with this paragraph. Section 5 (c) read as follows 

“(c) The provisions of this section relating to the use of 
the mails shall not apply to the sale of any security where the 
issue of which it is a part is sold only to persons resident 
within a single State or Territory, where the issuer of such 
securities is a person resident and doing business within, or, if a 
corporation, incorporated by and doing business within, such 
State or Territory.” 
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(b) The Commission may from time to time by 
ts rules and regulations, and subject to such terms 
ind conditions as may be prescribed therein, add 
iny class of securities to the securities exempted 
is provided in this section, if it finds that the en- 
forcement of this title with respect to such securi- 
ties is not necessary in the public interest and for 
the protection of investors by reason of the small 


amount involved or the 


limited character of the 
public offering : but no issue of securities shall be 
exempted under this subsection where the aggre 
gate amount at which such issue is offered to the 
public exceeds $300,000," 


Exempted Transactions 


Sec. 4. The provisions of section 5 shall not 
apply to any of the following transactions: 

(1) Transactions by any person other than an 
issuer, underwriter, or dealer; transactions by an 
issuer not involving any public offering; or trans- 
actions by a dealer (including an underwriter no 
longer acting as an underwriter in respect of the 
security involved in such transaction), except 
transactions taking place prior to the expiration 
of forty days after the first date upon which the 
security was bona fide offered to the public by the 
issuer or by or through an underwriter and 
transactions in a security as to which a registra- 
tion statement has been filed taking place prior to 
the expiration of forty days after the effective 
date of such registration statement or prior to the 
expiration of forty days after the first date upon 
which the security was bona fide offered to the 
public by the issuer or by or through an under- 
writer after such effective date, whichever is later 

excluding in the computation of such forty days 
any time during which a stop order issued under 
section 8 is in effect as to the security), and except 
transactions as to securities constituting the whole 
or a part of an unsold allotment to or subscription 
by such dealer as a participant in the distribution 
of such securities by the issuer or by or through 
an underwriter.’* 


|Nore: See Appendix, I-G, p. 24, for 
limitation of this section with respect to 
certain investment companies. ] 


“Public No. 55, 79th Cong.. approved May 15, 1945, sub 
stituted $300,000" for “$100,000.” 

“Prior to amendment by Public No. 291, 73d Cong 
(1) read as follows 


subsection 


“(1) Transactions by any person other than an issuer, under 


writer, or dealer: transactions by an issuer not with or through 
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(2) Brokers’ transactions, executed upon cus 
tomers’ orders on any exchange or in the open or 
counter market, but not the solicitation of such 
orders 


Prohibitions Relating to Interstate Commerce 
and the Mails 


Sec. 5. (a) Unless a registration statement is in 
effect as to a security, it shall be unlawful for any 
person, directly or indirectly 
(1) to make use of any means or instru- 
ments of transportation or communication in 
interstate commerce or of the mails to sell such 
security through the use or medium of any 
prospectus or otherwise; * or 
(2) to carry or cause to be carried through 
the mails or in interstate commerce, by any 
means or instruments of transportation, any 
such security for the purpose of sale or for 
delivery after sale. 
(b) Itshall be unlawful for any person, directly 
or indirectly 
(1) to make use of any means or instru- 
ments of transportation or communication mn 
interstate commerce or of the mails to carry or 
transmit any prospectus relating to any secur- 
ity with respect to which a registration state- 
ment has been filed ** under this title, unless 
such prospectus meets the requirements of 
section 10; or 
(2) to carry or to cause to be carried 
through the mails or in interstate commerce 
any such security for the purpose of sale or 
for delivery after sale, unless accompanied or 


an underwriter and not involving any public offering ; or transac 
tions by a dealer (including an underwriter no longer acting as 
an underwriter in respect of the security involved in such trans 
action). except transactions within one year after the last date 
ipon which the security was bona fide offered to the public by 
the issuer or by or through an underwriter (excluding in the 
computation of such year any time during which a stop order 
issued under section 8 ts in effect as to the security), and except 
transactions as to securities constituting the whole or a part of 
an unsold allotment to or subscription by such dealer as a par 
ticipant in the distribution of such securities by the issuer or by 
or through an underwriter 

Public No. 577, 83d Cong. substituted the language of the first 
exception to the third clause for the following: “except trans 
actions within ome year after the first date upon which the se 
curity was bona fide offered to the public by the issuer or by or 
through an underwriter (excluding in the computation of such 
year any time during which a stop order issued under section & 
is in effect as to 

“The words “or offer to buy 
word “sell” in section 5 (a) (1 


the security) 

originally appearing after the 
were deleted by Public No. 577 
S3d, Cong 

* Public substituted the phrase “with 
respect to which a registration statement bas been filed” for the 


word “registered 


No. 577, 83d Cong 
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preceded by a prospectus that meets the re 
quirements of subsection (a) of section 10. 
(c) It shall be unlawful for any person, directly 
or indirectly, to make use of any means or instru 
ments of t ransportation or communication in inter- 
state commerce or of the mails to offer to sell or 
fer to buy through the use or medium of any 
prospe tus or otherwise any security, unless a reg 
istration statement has been filed as to such secu 
rity, or while the registration statement is the 
subject of a refusal order or stop order or (prior 
to the effective date of the registration statement ) 
any public proceeding or examination under sec 


tion S 


Registration of Securities and Signing of 
Registration Statement 


Sec. 6. (a) Any security may be registered with 
the Commission under the terms and conditions 
hereinafter provided, by filing a registration state 
ment in triplicate, at least one of which shall be 
signed by each issuer, its principal executive officer 
or officers, its principal financial officer, its comp- 
troller or principal accounting officer, and the ma- 
jority of its board of directors or persons perform- 
ing similar functions (or, if there is no board of di- 
rectors or persons performing similar functions, by 
the majority of the persons or board having the 
power of management of the issuer), and in case 
the issuer is a foreign or Territorial person by its 
duly authorized representative in the United 
States; except that when such registration state 
ment relates to a security issued by a foreign gov- 
ernment, or political subdivision thereof, it need be 
signed only by the underwriter of such security. 
Signatures of all such persons when written on the 
said registration statements shall be presumed to 
have been so written by authority of the person 
whose signature is so affixed and the burden of 
proof, in the event such authority shall be denied, 
shall be upon the party denying the same. The 
affixing of any signature without the authority of 
the purported signer shall constitute a violation 
of this title. A registration statement shall be 
deemed effective only as to the securities specified 
therein as proposed to be offered. 

(b) At the time of filing a registration state 
ment the applicant shall pay to the Commission a 
fee of one one-hundredth of 1 per centum of the 
maximum aggregate price at which such securities 


are proposed to be offered, but in no case shall such 
fee be less than $25. 


| Nore: See Appendix, II-B, 3, p. 25, for 

I I 
provisions applicable to certain invest- 
ment companies. | 


(c) The filing with the Commission of a regis 
tration statement, or of an amendment to a regis- 
tration statement, shall be deemed to have taken 
place upon the receipt thereof, but the filing of a 
registration statement shall not be deemed to have 
taken place unless it is accompanied by a United 
States postal money order or a certified bank check 
or cash for the amount of the fee required under 
subsection (b). 

(d) The information contained in or filed with 
any registration statement shall be made avail 
able to the public under such regulations as the 
Commission may prescribe, and copies thereof, 
photostatic or otherwise, shall be furnished to 
every applicant at such reasonable charge as the 
Commission may prescribe. 

(e) No registration statement may be filed 
within the first forty days following the enactment 
of this Act. 


Information Required in Registration 
Statement 


Sec. 7. The registration statement, when relat- 
ing to a security other than a security issued by 
a foreign government, or political subdivision 
thereof, shall contain the information, and be ac- 
companied by the documents specified in Schedule 
A,'" and when relating to a security issued by a 
foreign government, or political subdivision 
thereof, shall contain the information, and be ac- 
companied by the documents, specified in Sched- 
ule B; except that the Commission may by rules 
or regulations provide that any such information 
or document need not be included in respect of 
any class of issuers or securities if it finds that the 
requirement of such information or document is 
inapplicable to such class and that disclosure fully 
adequate for the protection of investors is other 
wise required to be included within the registra 


tion statement. If any accountant, engineer, or 


" Section 24 (a) of the Investment Company Act of 1940 pro 
vides that an investment company registered under that Act 
may submit copies of the documents which it is required to file 
under that title !n lieu of the registration statement specified in 
Schedule A of the Securities Act of 1933 The text of this sec 
tion is set forth in full in the Appendix, II-B, 2, p. 25.) 
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appraiser, or any person whose profession gives 
authority to a statement made by him, is named 
as having prepared or certified any part of the 
registration statement, or is named as having pre 
pared or certified a report or valuation for use in 
with the 


connection statement, the 


registration 
written consent of such person shall be filed with 
the registration statement If any such person is 
named as having prepared or certified a report or 
valuation (other than a public official document or 
statement) which is used in connection with the 
registration statement, but is not named as having 
prepared or certified such report or valuation for 
use in 


connection with the registration statement, 


the written consent of such person shall be filed 
with the registration statement unless the Com 
mission dispenses with such filing as impracticable 
or as involving undue hardship on the person filing 
the registration statement. Any such registration 
statement shall contain such other information, 
ind be accompanied by such other documents, as 
the Commission may by rules or regulations re 
quire as being necessary or appropriate in the pub 
lic interest or for the protection of investors. 


Nore: See Appendix, II-A, p. 25, for 
requirements relating to securities issued 


under an indenture; see Appendix, II-B, 







1, 2, 4, and 5, pp. 25-26, for situations in 
which alternate materials may be filed or 
incorporation by reference is permitted ; 
see Appendix LI-B, 6, p. 26, for extent 
of obligation to file supplementary infor 
mation. } 


Taking Effect of Registration Statements and 
Amendments Thereto 


Src. 8. (a) Except as hereinafter provided, the 
effective date of a registration statement shall be 
the twentieth day after the filing thereof or such 


earlier date as the Commission may determine, 





having due regard to the adequacy of the informa 
tion respecting the issuer theretofore available to 
the public, to the facility with which the nature 
of the securities to be registered, their relationship 
to the capital structure of the issuer and the rights 
of holders thereof can be understood, and to the 
public interest and the protection of investors. If 
any amendment to any such statement is filed prior 
to the effective date of such statement, the regis 
tration statement shall be deemed to have been filed 
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when such amendment was filed; except that an | 


amendment filed with the consent of the Commis. 
sion, prior to the effective date of the registration 
statement, or filed pursuant to an order of the 
Commission, shall be treated as a part of the regis 
tration statement."* 

(b) If it appears to the Commission that a regis 
tration statement is on its face incomplete or in 
accurate in any material respect, the Commissior 
may, after notice by per sonal service or the sending 
of confirmed telegraphic notice not later than ter 
days after the filing of the registration statement, 
and opportunity for hearing (at a time fixed by 
the Commission) within ten days after such notice 
by personal service or the sending of such tele 
graphic notice, issue an order prior to the effective 
date of registration refusing to permit such state 
ment to become effective until it has been amended 
in accordance with such order. When such state 
ment has been amended in accordance with such 
order the Commission shall so declare and the 
registration shall become effective at the time pro- 
vided in subsection (a) or upon the date of such 
declaration, whichever date is the later. 

(c) An amendment filed after the effective date 
of the registration statement, if such amendment, 
upon its face, appears to the Commission not to be 
incomplete or inaccurate in any material respect, 
shall become effective on such date as the Commis- 
sion may determine, having due regard to the 
public interest and the protection of investors. 

(d) If it appears to the Commission at any time 
that the registration statement includes any untrue 
statement of a material fact or omits to state any 
material fact required to be stated therein or neces- 
sary to make the statements therein not misleading, 
the Commission may, after notice by personal serv- 


“This is an amendment approved August 22, 1940, as Title 
Ill of Public No. 768, 76th Cong. An Act “To provide for the 
registration and regulation of investment companies and invest 
ment advisers It supplants the former Sec. & (a 
which read 

“The effective date of a registration statement shall be the 
twentieth day after the filing thereof, except as hereinafter pro 
vided, and except that in case of securities of any foreign 
public authority, which has continued the full service of its 
obligations in the United States, the proceeds of which are t 
be devoted to the refunding of obligations payable in the United 
States, the registration statement shall become effective seven 
days after the filing thereof If any amendment to any such 
statement is filed prior to the effective date of such statement 
the registration statement shall be deemed to have been filed 
when such amendment was filed except that an amendment 
filed with the consent of the Commission prior to the effective 
date of the registration statement, or filed pursuant to an order 
of the Commission shall be treated as a part of the registration 
statement 
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ice or the sending of confirmed telegraphic notice, 
ind after opportunity for hearing (at a time fixed 
by the Commission) within fifteen days after such 
notice by personal service or the sending of such 
telegraphic notice, issue a stop order suspending 
the effectiveness of the registration statement. 
When such statement has been amended in ac- 
cordance With such stop order the Commission 
shall so declare and thereupon the stop order shall 
ease [O be effective. 


Nore: See Appendix, II-D, p. 27, for 
idditional basis of stop order re invest- 
ment companies; as to consolidation of 
proceedings with those under Trust In- 


denture Act see Appendix II-K, p. 27.] 


e) The Commission is hereby empowered to 
make an eXamination in any case in order to de- 
termine whether a stop order should issue under 
In making such examination the 
Commission or any officer or officers designated by 


subsection (d). 


t shall have access to and may demand the pro 
duction of any books and papers of, and may ad- 
minister oaths and affirmations to and examine, 
the issuer, underwriter, or any other person, in 
respect of any matter revelant to the examination, 
ind may, in its discretion, require the production 
of a balance sheet exhibiting the assets and lia- 
bilities of the issuer, or its income statement, or 
both, to be certified to by a public or certified ac- 
ountant approved by the Commission. If the 
issuer or underwriter shall fail to cooperate, or 
shall obstruct or refuse to permit the making of 
in examination, such conduct shall be proper 
ground for the issuance of a stop order. 

(f) Any notice required under this section shall 
be sent to or served on the issuer, or, in case of 
a foreign government or political subdivision 
thereof, to or on the underwriter, or, in the case 
of a foreign or Territorial person, to or on its 
duly authorized representative in the United 
States named in the registration statement, prop- 
erly directed in each case of telegraphic notice 
to the address given in such statement. 


Court Review of Orders 
Src 


of the may obtain a review of 
such order in the Court of Appeals ** of the United 


%. (a) Any person aggrieved by an order 
Commission 





“Sec. 127, Public No. 72, Sist Cong 


substituted “cour 





approved May 24 
ircult court of appeals 


1949 
t of appeals” for 
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States, within any circuit wherein such person re 
sides or has his principal place of business, or in 
the Court of Appeals of the District of Columbia, 
by filing in such court, within sixty days after the 
entry of such order, a written petition praying 
that the order of the Commission be modified or 
be set aside in whole or in part. A copy of such 
petition shall be forthwith served upon the Com- 
mission, and thereupon the Commission shall cer- 
tify and file in the court a transcript of the record 
upon which the order complained of was entered. 
No objection to the order of the Commission shall 
be considered by the court unless such objection 
shall have been urged before the Commission. 
The finding of the Commission as to the facts, if 
supported by evidence, shall be conclusive. If 
either party shall apply to the court for leave to 
adduce additional evidence, and shall show to the 
satisfaction of the court that such additional evi- 
dence is material and that there were reasonable 
grounds for failure to adduce such evidence in 
the hearing before the Commission, the court may 
order such additional evidence to be taken before 
the Commission and to be adduced upon the hear 
ing in such manner and upon such terms and con 
ditions as to the court may seem proper. The Com 
mission may modify its findings as to the facts 
by reason of the additional evidence so taken, and 
it shall file such modified or new findings, which, 
if supported by evidence, shall be conclusive, and 
its recommendation, if any, for the modification 
or setting aside of the original order. The juris- 
diction of the court shall be exclusive and its 
judgment and decree, affirming, modifying, or set- 
ting aside, in whole or in part, any order of the 
Commission, shall be final, subject to review by 
the Supreme Court of the United States upon 
certiorari or certification as provided in sections 
239 and 240 of the Judicial Code, as amended 
(U.S. C., title 28, secs. 346 and 347) .” 

(b) The commencement of proceedings under 
subsection (a) shall not, unless specifically or- 
dered by the court, operate as a stay of the Com- 
mission’s order. 


Information Required in Prospectus 


Sec. 10. (a) Except to the extent otherwise per 
mitted or required pursuant to this subsection or 
subsections (c), (d),or (e) 

® Secs. 346 and 347 of title 28, U. S.C 


39, Public No. 773, 80th Cong 
now covered by section 1254 of title 28, U. 8. ¢ 


were repealed by Sec 
approved June 25, 1948, and are 
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(1) a prospectus relating to a security other 
than a security issued by a foreign government 
or pol tical subdivision thereof, shall contain 
the information 


contained in the registratior 


statement. but it need not include the docu 
ments referred to in par igT iphs (28) to (32), 


of Schedule A; 


2) a prospectus relating to a security 1s 


nelusive 


sued by a foreign government or political sub 
division thereof shall contain the information 
contained in the registration statement, but it 
need not include the documents referred to in 
paragraphs (13) and (14) of Schedule B; 
(3) notwithstanding the provisions of 
paragraphs (1) and (2) of this subsection (a) 
when a prospectus is used more than nine 
months after the effective date of the registra 


tion 


statement, the contained 


information 
therein shall be as of a date not more than six 
teen months prior to such use, so far as such 
information is known to the user of such pros 
pectus or can be furnished by such user with 
out unreasonable effort or expense ; 

(4) there may be omitted from any pros 
pectus any of the information requirec under 
this subsection (a) which the Commission may 
by rules or regulations designate as not being 
necessary or appropriate in the public interest 
or for the protection of investors. 

(b) In addition to the prospectus permitted or 
required in subsection (a), the Commission shall by 
rules or regulations deemed necessary or appropri 
ate in the public interest or for the protection of 
investors permit the use of a prospectus for the 
purposes of subsection (b) (1) of section 5 which 
omits in part or summarizes information in the 
prospectus specified in subsection (a). A pros- 
pectus permitted under this subsection shall, except 
to the extent the Commission by rules or regula 
tions deemed necessary or appropriate in the public 
interest or for the protection of investors other 
wise provides, be filed as part of the registration 
statement but shall not be deemed a part of such 
registration statement for the purposes of section 
11. The Commission may at any time issue an 
order preventing or suspending the use of a pros 
pectus permitted under this subsection (b), if it 
has reason to believe that such prospectus has not 
been filed (if required to be filed as part of the 
registration statement) or includes any untrue 
statement of a material fact or omits to state any 
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material fact required to be stated therein or neces 
sary to make the statements therein, in the light of 


the circumstances under which such prospectus is 


or is to be used, not mis eading 


Upon issuance of 


an order under this subsection, the Commissior 


shall give! otice of the issuance of such order and 
opportunity for hearing by personal service o1 
the sending of confirmed telegraphic notice. The 
Commission shall vacate or modify the order at 


iny time for good cause or if such prospectus has 
been filed or amended in accordance with suet 


order, 
) Any prospectus shall contain such other jy 
formation as the Commission may by rules or reg 
] ifions require as being nec essary or appropriate 
in the public interest or for the protection of j 
vestors 
(d) In the exercise of its powers u ider subse 
(a), (b), or (c), the Commission shall have 
authority to classify prospectuses according to the 


tions 


nature and circumstances of their use or the nature 
of the security, issue, issuer, or otherwise, and, by 
rules and regulations and subject to such terms 
and conditions as it shall specify therein, to pre 
scribe as to each class the form and contents which 
it may find appropriate and consistent with the 
public interest and the protection of investors. 

(e) The statements or information required to 
be included in a prospectus by or under authority 
of subsections (a), (b), (c), or (d), when written, 
shall be placed in a conspicuous part of the pros 
pectus and, except as otherwise permitted by rules 
or regulations, in type as large as that used gen- 
erally in the body of the prospectus. 

(f) In any case where a prospectus consists of 
a radio or television broadcast, copies thereof shall 
be filed with the Commission under such rules and 
regulat*ons as it shall prescribe. The Commis 
sion may by rules and regulations require the fil 
ing with it of forms and prospectuses used in 
connection with the offer or sale of securities reg- 
istered under this title.” 


[Nore: For additional powers of the 
Commission as to prospectuses of certain 
investment trust securities see Appendix, 
II-B, 3, p. 25, and II-D, p. 27.] 


™ Amended by Public No. 577, 83d Cong 
section 10 read as follows 
‘Sec. 10. (a) A prospectus 


Prior to amendment 


(1) when relating to a security other than a security issued 


a foreign government or political subdivision thereof, shall 
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Civil Uiabilities on Account of False 
Registration Statement 


Src. 11. (a) Incase any part of the registration 
statement, when such part became effective, con 
tained an untrue statement of a material fact or 
omitted to state a material fact required to be 
stated therein or necessary to make the statements 
therein not misleading, any person acquiring such 
security (unless it is proved that at the time of such 
acquisition he knew of such untruth or omission) 
may. either at law or in equity, in any court of 
competent jurisdiction, sue 

(1) every person who signed the registra 
tion statement ; 

(2) every person who was a director of (or 
person performing similar functions) or part- 
ner in, the issuer at the time of the filing of 





~ontain the same statements made in the registration statement 
but it need not include the documents referred to in paragraphs 
28) to (22), inclusive, of Schedule A; 

(2) when relating to a security issued by a foreign govern 
ment or political subdivision thereof shall contain the same state 
ments made in the registration statement, but it need not include 
the documents referred to in paragraphs (13) and (14) of Sched 
ule B 

(b) Notwithstanding the provisions of subsection (a)— 

(1) When a prospectus is used more than thirteen months 
after the effective date of the registration statement, the informa 
tion in the statements contained therein shall be as of a date not 
more than twelve months prior to such use, so far as such infor- 
mation is known to the user of such prospectus or can be fur 
nished by such user without unreasonable effort or expense 

(2) there may be omitted from any prospectus any of the 
statements required under such subsection (a) which the Com 
mission may by rules or regulations designate as not being neces 
sary or appropriate in the public interest or for the protection of 
investors. 

(3) any prospectus shall contain such other information as 
the Commission may by rules or regulations require as being 
necessary or appropriate in the public interest or for the pro 
tection of investors 

(4) in the exercise of its powers under paragraphs (2) and 

3) of this subsection, the Commission shall have authority to 
classify prospectuses according to the nature and circumstances 
of their use, and, by rules and regulations and subject to such 
terms and conditions as it shall specify therein, to prescribe as to 
each class the form and contents which it may find appropriate to 
such use and consistent with the public interest and the protec 
tion of investors 

(c) The statements or information required to be included in 
& prospectus by or under authority of subsection (a) or (b), when 
written, shall be placed in a conspicuous part of the prospectus in 
type as large as that used generally in the body of the prospectus 

(d) In any case where a prospectus consists of a radio broad 
cast, copies thereof shall be filed with the Commission under 
such rules and regulations as it shall prescribe. The Commission 
may by rules and regulations require the filing with it of forms 
of prospectuses used in connection with the sale of securities 
registered under this title 

Prior to amendment by Public No. 291, 73d Cong.. Section 10 

b) (1) read as follows 

“(1) when a prospectus is used more than thirteen months 
after the effective date of the registration statement, the infor 
mation in the statements contained therein shall be as of a date 


hot more than twelve months prior to such use.’ 
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the part of the registration statement with 
respect to which his liability is asserted; 

(3) every person who, with his consent, is 
named in the registration statement as being 
or about to become a director, person perform 
ing similar functions, or partner ; 

(4) every accountant, engineer, or ap- 
praiser, or any person whose profession gives 
authority to a statement made by him, who 
has with his consent been named as having pre- 
pared or certified any part of the registration 
statement, or as having prepared or certified 
any report or valuation which is used in con 
nection with the registration statement, with 
respect to the statement in such registration 
statement, report, or valuation, which pur- 
ports to have been prepared or certified by 
him; 

(5) every underwriter with respect to such 
security. 

If such person acquired the security after 
the issuer has made generally available to its 
security holders an earning statement covering 
a period of at least twelve months beginning 
after the effective date of the registration 
statement, then the right of recovery under 
this subsection shall be conditioned on proof 
that such person acquired the security relying 
upon such untrue statement in the registra- 
tion statement or relying upon the registra- 
tion statement and not knowing of such 
omission, but such reliance may be estab- 
lished without proof of the reading of the 
registration statement by such person.” 

(b) Notwithstanding the provisions of subsec- 
tion (a) no person, other than the issuer, shall be 
liable as provided therein who shall sustain the 
burden of proof- 

(1) that before the effective date of the 
part of the registration statement with respect 
to which his liability is asserted (A) he had 
resigned from or had taken such steps as are 
permitted by law to resign from, or ceased or 
refused to act in, every office, capacity, or re- 
lationship in which he was described in the 
registration statement as acting or agreeing 
to act, and (B) he had advised the Commis- 
sion and the issuer in writing that he had taken 
such action and that he would not be respon- 


= This paragraph was added by Public No. 291, 73d Cong 
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sible for such part of the registration state 
ment;or 

(2) that if such part of the registration 
statement became effective without his know] 
edge, upon becoming aware of such fact he 
forthwith acted and advised the Commission, 
n accordance with paragraph (1), and, i 
addition, gave reasonable public notice that 
such part of the registration statement had 
become effective without his knowledge; on 

(3) that (A) as regards any part of the 
registration statement not purporting to be 
made on the authority of an expert, and not 
purporting to be a copy of or extract from a 
report or valuation of an expert, and not pur 
porting to be made on the authority of a public 
official document or statement, he had, after 
reasonable investigation, reason ible ground to 
believe and did believe, at the time such part 
of the registration statement became effective, 
that the statements therein were true and that 
there was no omission to state a material fact 
required to be stated therein or necessary to 
make the statements therein not misleading; 
and (B) as regards any part of the registra 
tion statement purporting to be made upon his 
vuthority as an expert or purporting to be a 
copy of or extract from a report or valuation 
of himself as an expert, (i) he had, after 
reasonable investigation, reasonable ground to 
believe and did believe, at the time such part 
of the registration statement became effective, 
that the statements therein were true and that 
there was no omission to state a material fact 
required to be stated therein or ne essary to 
make the statements therein not mislead 
ing, or (11) such part of the registration state 
ment did not fairly represent his statement as 
in eXpert or Was not a fair copy of or extract 
from his report or valuation as an expert; and 


() as regards : part of the registration 





statement purporting to be made on the au 
thority of an expert (other than himself) or 
purporting to be a copy of or extract from a 
report or valuation of an expert (other than 
himself), he had no reasonable ground to be 
lieve and did not believe, at the time such part 
of the registration statement became effective, 
that the statements therein were untrue or 


that there was an omission to state a material 


fact required to be stated therein or necessary 
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to make the statements therein not misleading, 
or that such part of the registration statement 
did not fairly represent the statement of the 
expert or was not a fair copy of or extract from 
the report or valuation of the expert; and 
(D) as regards any part of the registration 
statement purporting to be a statement made 
by an official person or purporting to be a 
copy of or extract from a public official docu- 
ment, he had no reasonable ground to believe 
and did not believe, at the time such part of 
the registration statement became effective, 
that the statements therein were untrue, or 
that there was an omission to state a material 
fact required to be stated therein or necessary 
to make the statements therein not mislead 
ing, or that such part of the registration state- 
ment did not fairly represent the statement 
made by the official person or was not a fair 
copy of or extract from the public official 
document.” 
(c) In determining, for the purpose of para- 
graph (3) of subsection (b) of this section, what 
onstitutes reasonable investigation and reasonable 
ground for belief, the standard of reasonableness 
shall be that required of a prudent man in the man- 
agement of his own property.** 


= Clause (( f subsection (t (3) was amended by Public 
No. 291, 78d Cong. Prior to amendment the clause read as 
follows 

C) as regs any part of the registration statement 





purporting to made on the authority of an expert (other 








than himself ss to be a copy of or extract from 
eport or } expert ther than himself), he had 
sona ground to believe and did believe, at the e such 





part of the registration statement became effective at the 





statements therein were trn and that the was no omission 
state a material fact required to be stated therein or neces 
sary t make the statements therein not misleading. and that 


such part of the registration statement fairly represented the 

















statement of the expert or was a fair py or extract from the 
report or valuation of the expert; and (D) as regards any part 
f the registration statement purporting to be a statement made 
an official person rport f tract from 
public official doc he sonable ground to believe 
1 did believe ‘ time such part f th registration 
ent became effective. that the statements therein were 
true and that there was p mission to state a terial fact 
re red to be stated therein or necessary ¢ ke the statements 
herein not mixleading. and that such part of the tration 
statement fairly represented the statement made by ficial 
erson or was a fair py of or extract from the pf official 
me 
Amende Pu N 291. 78d Cong. I r mendment 
I err zg for rpose rag f 
subsection t f this c hat s r 
nvestigatic and reasonat gr rt of. t ® 
reas ableness s< be th r f re ng a 
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(d) If any person becomes an underwriter with 
respect to the security after the part of the regis- 
tration statement with respect to which his liability 
is asserted has become effective, then for the pur- 
poses of paragraph (3) of subsection (b) of this 
section such part of the registration statement shall 
be considered as having become effective with 
respect to such person as of the time when he 
became an underwriter. 

(e) The suit authorized under subsection (a) 
may be to recover such damages as shall represent 
the difference between the amount paid for the 
security (not exceeding the price at which the se- 
curity was offered to the public) and (1) the value 
thereof as of the time such suit was brought, or 
(2) the price at which such security shall have been 
disposed of in the market before suit, or (3) the 
price at which such security shall have been dis- 
posed of after suit but before judgment if such 
damages shall be less than the damages represent 
ing the difference between the amount paid for the 
security (not exceeding the price at which the se 
curity was offered to the public) and the value 
thereof as of the time such suit was brought: Pro- 
vided, that if the defendant proves that any por- 
tion or all of such damages represents other than 
the depreciation in value of such security resulting 
from such part of the registration statement, with 
respect to which his liability is asserted, not being 
true or omitting to state a material fact required 
to be stated therein or necessary to make the state- 
ments therein not misleading, such portion of or 
all such damages shall not be recoverable. In no 
event shall any underwriter (unless such under 
writer shall have knowingly received from the is 
suer for acting as an underwriter some benefit, 
directly or indirectly, in which all other under- 
writers similarly situated did not share in pro- 
portion to their respective interests in the under- 
writing) be liable in any suit or as a consequence 
of suits authorized under subsection (a) for dam 
ages in excess of the total price at which the securi- 
ties underwritten by him and distributed to the 
public were offered to the public. In any suit 
under this or any other section of this title the 
court may, in its discretion, require an undertak- 
ing for the payment of the costs of such suit, in- 
cluding reasonable attorney's fees, and if judg- 
ment shall be rendered against a party litigant, 
ipon the motion of the other party litigant, such 


costs may be assessed in favor of such party liti- 
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gant (whether or not such undertaking has been 
required) if the court believes the suit or the de 
fense to have been without merit, in an amount 
sufficient to reimburse him for the reasonable ex 
penses incurred by him, in connection with such 
suit, such costs to be taxed in the manner usually 
provided for taxing of costs in the court in which 
the suit was heard.* 

(f) All or any one or more of the persons speci 
fied in subsection (a) shall be jointly and severally 
liable, and every person who becomes liable to make 
any payment under this section may recover con- 
tribution as in cases of contract from any person 
who, if sued separately, would have been liable to 
make the same payment, unless the person who 
has become liable was, and the other was not, guilty 
of fraudulent misrepresentation 

(gz) In no case shall the amount recoverable 
under this section exceed the price at which the 
security was offered to the public. 


Civil Liabilities Arising in Connection With 
Prospectuses and Communications 
Sec. 12. Any person who 
(1) offers or sells a security in violation of 
section 5, or 
(2) offers or sells a security (whether or 
not exempted by the provisions of section 3, 
other than paragraph (2) of subsection (a) 
thereof), by the use of any means or instru- 
ments of transportation or communication in 
interstate commerce or of the mails, by means 
of a prospectus or oral communication, which 
includes an untrue statement of a material fact 
or omits to state a material fact necessary in 
order to make the statements, in the light of 
the circumstances under which they were 
made, not misleading (the purchaser not 
knowing of such untruth or omission), and 
who shall not sustain the burden of proof that 
he did not know, and in the exercise of reason 
able care could not have known, of such un 
truth or omission, 
shall be liable to the person purchasing such secur 
ity from him, who may sue either at law or in 
equity in any court of competent jurisdiction, to 
™ Amended by Public No. 291, 73d Cong. [Prior to amendment 
subsection (e) read as follows 
“(e) The suit authorized under subsection (a) may be either (1 
to recover the consideration paid for such security with interest 
thereon, less the amount of any income received thereon, upon the 


tender of such security or (2) for damages if the person suing 
no longer owns the security 
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recover the consideration paid for such security 
with interest thereon, less the amount of any in 
ome received thereon, upon the tender of such 
security, or for damages if he no longer owns the 


security.” 


Limitation of Actions 


Src. 13. No action shall be maintained to enforce 
any ibility created under section 11 or section 12 
2) unless brought within one year after the dis 
covery of the untrue statement or the omission, or 
ifter such dis overy s] ould have beer made by the 


exercise of reasonable d nee, or, if the action is 





to enforce i liability created under section 12 (1). 
less brought within one vear after the violation 


tis based. In no event shall any such 





iht to enforce a liability created 


1 or section 12 (1) more than three 
vears after the secur ty was bona fide offered to the 
public, or under section 12 (2 more than three 


vears after the sale 


Nort: See Appendix, II-B, 3, p. 25, for 
provisions applicable to certain invest 


ment companies 


Contrary Stipulations Void 


Sec. 14 Any condition, s:ipulation, or provision 
binding any person acqu'ring any security to waive 
compliance with any provision of this title or of 


the rules and regulations of the Commission shall 
be void 


Liability of Controlling Persons 


Sec. 15. Every person who, by or through stock 
ownership, agency, or otherwise, or who, pur 
suant to or in connection with an agreement 
or understanding with one or more other persons 
by or through stock ownership, agency, or other 
wise, controls any person liable under section 11 


or 12, shall also be liable jointly and severally 





* The words “offers or” in (1) and (2) were added by Publ 
N TT, &3d Cong 
Amended t Public N 291, 73d ¢ ig Prior to amendment 
section 1 read as follows 


Sec. 13. No action shall be maintained to enforce any lability 


reated under section 11 or sect 1 -) unless brought with 
t. ears after the dis er f the untrue statement or the 
mission, or after such discovery sh kd have been made by the 


exercise of reasonable diligence. or, if the actio to enforce 





lability created under section 12 (1), unless brought within tw 
years after the lation upon which it is based In no event 
shall any suct tion be brought to enforce a liability created 





fer section 11 or section 12 (1 mere than t 


en years after 


the security was bona fide offered to the public 
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with and to the same extent as such controlled per 
son to any person to whom suc h controlled person 
is liable, unless the controlling person had no 
know ledge of or reasonable grounds to believe in 
the existence of the facts by reason of which the 
hab lity of the controlled person 1s alleged to 


eX1st 


Additional Remedies 


Sec. 16. The rights and remedies provided by 


this title shall be in addition to any and all other 
rights and remedies that may exist at law or in 


equity 
Fraudulent Interstate Transactions 


Sec. 17. (a) It shall be unlawful for any per- 
son in the offer or sale of any securities by 
the use of any means or instruments of transporta- 
tion or communication in interstate conmimerce or 
by the use of the mails, directly or indirectly 

(1) to employ any device, scheme, or arti- 
fice to defraud, or 

(2) to obtain money or property by means 
of any untrue statement of a material fact or 
any Omission to state a material fact neces- 
sary in order to make the statements made, in 
the light of the circumstances under which 
they were made, not misleading, o1 

3) to engage in any transaction, practice, 

or course of business which operates or would 
operate as a fraud or deceit upon the pur- 
chaser. 

(b) It shall be unlawful for any person, by the 
ise of any means or instruments of transportation 
or communication in interstate commerce or by 
the use of the mails, to publish, give publicity to, or 

irculate any notice, circular, advertisement, news- 
paper, article, letter, investment service, or com 
munication which, though not purporting to offer 
a security for sale, describes such security for a 
onsideration received or to be received, directly 
or indirectly, from an 
dealer, without fully 


issuer, underwriter, or 
disclosing the receipt, 
whether past or prospective, of such consideration 
ind the amount thereof. 

(v) The exemptions provided in section 3 shall 


not apply to the provisions of this section 


* Public Ne ’ 73d Cong. added the foll ° nless th 


201 Eg ¢ wing s the 
ontrolling pers had no knowledge of or reasonabie grounds to 
believe in the existence of the facts by reason of which the lia 
bility of the controlled person ix alleged to exist 


* The words “offer or” were added by Public No, 577, 83d Cong 
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State Control of Securities 


Sec. 18. Nothing in this title shall affect the 
jurisdiction of the securities commission (or any 
agency or office performing like functions) of any 
State or Territory of the United States, or the 
District of Columbia, over any security or any 
person 


Special Powers of Commission 


Sec. 19. (a) The Commission shall have author- 
ity from time to time to make, amend, and rescind 
such rules and regulations as may be necessary to 
carry out the provisions of this title, including 
rules and regulations governing registration state- 
ments and prospectuses for various classes of secu- 
rities and issuers, and defining accounting, techni 
cal, and trade terms used in this title. Among 
other things, the Commission shall have authority, 
for the purposes of this title, to prescribe the form 
or forms in which required information shall be 
set forth, the items or details to be shown in the 
balance sheet and earning statement, and the 
methods to be followed in the preparation of ac- 
counts, in the appraisal or valuation of assets and 
liabilities, in the determination of depreciation and 
depletion, in the differentiation of recurring and 
nonrecurring income, in the differentiation of in- 
vestment and operating income, and in the prep- 


uration, Where the Commission deems it necessary 





or desirable, of consolidated balance sheets or in- 
come accounts of any person directly or indirectly 
controlling or controlled by the issuer, or any per 
son under direct or indirect common control with 
the issuer; but insofar as they relate to any com 
mon carrier subject to the provisions of section 20 
of the Interstate Commerce Act, as amended, the 
rules and regulations of the “Commission with re 
spect to accounts shall not be inconsistent with the 
requirements imposed by the Interstate Commerce 
Commission under authority of such section 20 
The rules and regulations of the Commission shall 
be effective upon publication in the manner which 


the Commission shall prescribe. No provision of 


this title Imposing any liability shall apply to any 


act done or omitted in good faith in conformity 


with any rule or regulation of the Commission, 
notwithstanding that such rule or regulation may, 
ifter such act or omission, be amended or rescinded 
ir be determined by judicial or other authority to 
ve invalid for any reason.* 


"7 was added by Public Ne 91, 73d ¢ 
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(b) For the purpose of all investigations which, 
in the opinion of the Commission, are necessary 
and proper for the enforcement of this title, any 
member of the Commission or any officer or officers 
designated by it are empowered to administer oaths 
and affirmations, subpena witnesses, take evidence, 
and require the production of any books, papers, or 
other documents which the Commission deems rel 
evant or material tothe inquiry. Such attendance 
of witnesses and the production of such docu- 
mentary evidence may be required from any place 
in the United States or any Territory at any 
designated place of hearing. 


Injunctions and Prosecution of Offenses 


Sec. 20. (a) Whenever it shall appear to the 
Commission, either upon complaint or otherwise, 
that the provisions of this title, or of any rule or 
regulation prescribed under authority thereof, 
have been or are about to be violated, it may, in 
its discretion, either require or permit such person 
to file with it a statement in writing, under oath, 
or otherwise, as to all the facts and circumstances 
concerning the subject matter which it believes to 
be in the public interest to investigate, and may 
investigate such facts. 

(b) Whenever it shall appear to the Commis 
sion that any person Is engaged or about to en 
gage in any acts or practices which constitute o1 
will constitute a violation of the provisions of this 
title, or of any rule or regulation prescribed undet 
authority thereof, it may in its discretion, bring 
an action in any district court of the United States, 
United States court of any Territory, or the 
United States District Court for the District of 
Columbia to enjoin such acts or practices, and 
upon a proper showing a permanent or temporary 
injunction or restraining order shall be granted 
without bond. The Commission may transmit 
such evidence as may be ava ] ible conc erning suc h 
acts or practices to the Attorney General who 
may, in his diseretion, institute the necessary crim 
Any such crim 
inal proceeding may be brought either in the dis 


inal proceedings under this title 


trict wherein the transmittal of the prospectus or 
security complained of begins, or in the district 
wherein sti h prospectus or security 1s rec eived 

(c) I pon application of the Commission the 
district courts of the United States, the United 
States courts of any Territory, and the United 


States District Court for the D t of Columbia, 
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shall also have jurisdiction to issue writs of man 
damus commanding any person to comply with 
the provisions of this title or any order of the 
Commission made in pursuance thereof." 


Hearings by Commission 


Sec. 21. All hearings shall be public and may 
be held before the Commission or an officer or 
officers of the Commission designated by it, and 
appropriate records thereof shall be kept. 


Jurisdiction of Offenses and Suits 


Sec. 22. (a) The district courts of the United 
States, the United States courts of any Territory, 
and the United States District Court for the 
District of Columbia * shall have jurisdiction of 
offenses and violations under this title and under 
the rules and regulations promulgated by the Com 
mission in respect thereto, and concurrent with 
State and Territorial courts, of all suits in equity 
ind actions at law brought to enforce any liability 
or duty created by this title. Any such suit or 
ction may be brought in the district wherein the 
defendant is found or is an inhabitant or transacts 
business, or in the district where the offer or sale 
took place, if the defendant participated therein, 
ind process in such cases may be served in any 
other district of which the defendant is an inhabi 
tant or wherever the defendant may be found. 
Judgments and decrees so rendered shall be sub- 
ject to review as provided in sections 128 and 240 
of the Judicial Code, as amended (U.S. C., title 
28, secs. 225 and 347) No case arising under this 
title and brought in any State court of compe- 
tent jurisdiction shall be removed to any court 
»f the United States. No costs shall be assessed 
for or against the Commission in any proceeding 
under this title brought by or against it in the 
Supreme Court or such other courts 

b) In case of contumacy or refusal to obey a 
subpena issued to any person, any of the said 


United States courts, within the jurisdiction of 


"In subsections (b) and (« United States District Court for 
the District of Columbia" was substituted for “Supreme Court 
{ the District of Columbia” by Sec. 127, Public No. 72, Sist 

me. approved May 24 1949 

“Se 127, Public No. 72, Sist Cong... approved May 24. 1949 
substituted “United States District Court for the District of 

imbia™ for “Supreme Court of the District of Columbia 

™ Secs. 225 and 347, title 28. U.S C. were repealed by Sec. 39 

blic N TTS, SOth Cong... approved June 25, 1948 
overed by sections 1291-1294, and section 347 


1254, tithe 28, U.S 








which said person guilty of contumacy or refusal 
to obey is found or resides, upon application by 
the Commission may issue to such person an order 
requiring such person to appear before the Com- 
mission, or one of its examiners designated by it, 
there to produce documentary evidence if so or- 
dered, or there to give evidence touching the matter 
in question; and any failure to obey such order of 
the court may be punished by said court as a con- 
tempt thereof. 

(c) No person shall be excused from attending 
and testifying or from producing books, papers, 
contracts, agreements, and other documents before 
the Commission, or in obedience to the subpena 
of the Commission or any member thereof or any 
officer designated by it, or in any cause, or proceed- 
ing instituted by the Commission, on the ground 
that the testimony or evidence, documentary or 
otherwise, required of him, may tend to incriminate 
him or subject him to a penalty or forfeiture; but 
no individual shall be prosecuted or subjected to 
any penalty or forfeiture for or on account of any 
transaction, matter, or thing concerning which he 
is compelled, after having claimed his privilege 
against self-incrimination, to testify or produce 
evidence, documentary or otherwise, except that 
such individual so testifying shall not be exempt 
from prosecution and punishment for perjury 
committed in so testifying. 


Unlawful Representations 


Sec. 23. Neither the fact that the registration 
statement for a security has been filed or is in 
effect nor the fact that a stop order is not in effect 
with respect thereto shall be deemed a finding by 
the Commission that the registration statement is 
true and accurate on its face or that it does not con- 
tain an untrue statement of fact or omit to state a 
material fact, or be held to mean that the Com- 
mission has in any way passed upon the merits of, 
or given approval to, such security. It shall be 
unlawful to make, or cause to be made, to any 
prospective purchaser any representation contrary 
to the foregoing provisions of this section. 


Penalties 


Sec. 24. Any person who willfully violates any 
of the provisions of this title, or the rules and 
regulations promulgated by the Commission under 


authority thereof, or any person who willfully, in 


1 registration statement filed ler this title, 
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makes any untrue statement of a material fact or 
omits to state any material fact required to be 
stated therein or necessary to make the statements 
therein not misleading, shall upon conviction be 
tined not more than $5,000 or imprisoned not more 
than five years, or both. 


Jurisdiction of Other Government Agencies 
Over Securities 


Sec. 25. Nothing in this title shall relieve any 
person from submitting to the respective super- 
visory units of the Government of the United 
States information, reports, or other documents 
that are now or may hereafter be required by any 
provision of law. 


Separability of Provisions 


Sec. 26. If any provision of this Act, or the 
ipplication of such provision to any person or cir- 
cumstance, shall be held invalid, the remainder of 
this Act, or the application of such provision to 
persons or circumstances other than those as to 
which it is held invalid, shall not be affected 
thereby 

Sec. 27. Upon the expiration of sixty days after 
the date upon which a majority of the mem- 
bers of the Securities and Exchange Commission 
appointed under Section 4 of Title I of this act 
have qualified and taken office, all powers, duties 
and functions of the Federal Trade Commission 
under the Securities Act of 1933 shall be trans 


ferred to such Commission, together with all prop 
erty, books, records and unexpended balances of 
appropriations used by or available to the Federal 
Trade Commission for carrying out its functions 
under the Securities Act of 1933. All proceedings, 
hearings or investigations commenced or pending 
before the Federal Trade Commission arising 
under the Securities Act of 1933 shall be continued 
by the Securities and Exchange Commission. All 
orders, rules and regulations which have been is 
sued by the Federal Trade Commission under the 
Securities Act of 1933 and which are in effect shall 
continue in effect until modified, superseded, re 
voked, or repealed. All rights and interests ac 
cruing or to accrue under the Securities Act of 
1933, or any provision of any regulation relating 
to, or out of action taken by, the Federal Trade 
Commission under such Act, shall be followed in 
all respects and may be exercised and enforced. 

Sec. 28. The Commission is authorized and di 
rected to make a study and investigation of the 
work, activities, personnel and functions of pro 
tective and reorganization committees in connec 
tion with the reorganization, readjustment, 
rehabilitation, liquidation, or consolidation of per 
sons and properties and to report the result of its 
studies and investigations and its recommendations 
to the Congress on or before January 3, 1936. 


™ Secs. 27 and 28 are Secs. 210 and 211, Title II, of Securities 
Exchange Act of 1934, approved June 6, 1934, effective 


July 1 
1934 
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SECURITIES AND ExCHANGE COMMISSION—EXPLANATION OF AMENDMENTS TO THE 
SecurITIES Act oF 1933 


GENERAL OBJECTIVE OF STATUTE 


The general objective of the Securities Act of 1933 is to protect the public 
and investors against malpractice in the securities and financial markets. The 
statute provides for full disclosure of pertinent business and financial facts 
concerning new securities offerings to the public, and provides civil and criminal 
remedies for fraudulent and deceptive practices in the sale of securities. The 
statute contains provisions for enforcement by the Commission through admin- 
istrative and injunctive actions and for the referral of evidence indicating viola- 
tions to the Department of Justice for criminal prosecution. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities and 
Exchange Commission. A substantial number of the proposed amendments are 
designed to make the Commission’s enforcement activities more effective by 
eliminating or minimizing various problems which have come to light in the 
course of Commission enforcement of the statute over the last several years. 
They do not alter the general purpose or effect of existing provisions. Some of 
the proposed amendments are designed simply to recognize changes that have 
taken place since the original adoption of the statute. 

In brief, the proposed amendments would (1) clarify the jurisdictional basis 
of the civil liability provisions of the statute; (2) provide specific civil and 
criminal liability with respect to documents filed with the Commission pur- 
suant to Commission rules in connection with exempt offerings; (3) make it 
clear that a showing of past violations is a sufficient basis for injunctive relief 
and that aiders and abettors may be responsible in civil and administrative pro- 
ceedings; and (4) increase from $300,000 to $500,000 the size of offerings which 
may be exempted from registration under section 3(b) of the statute. 


EXPLANATION BY SECTIONS 


Section 1 would remove the obsolete reference in paragraph (5) of section 2 
of the act to the Federal Trade Commission and substitute instead the Secu- 
rities and Exchange Commission. 

Section 2: Elimination of reference to the Philippine Islands and Alaska in 
the definition of “Territory.” 

Present law: Paragraph (6) of section 2 of the act defines the term ‘“Terri- 
tory” to include Alaska and the Philippine Islands. 

Problem: The Philippine Islands are no longer a possession and Alaska is 
now a State. 

Remedy in the bill: The amendment would delete the references. 

Section 3: Increasing from $300,000 to $500,000 the size of offerings which 
may be exempted from registration under section 3(b). 

Present law: Section 3(b) of the act provides that the Commission may by 
rule and regulation, and subject to such terms and conditions as may be pre- 
scribed, add any class of securities to the securities exempted by section 3(a) 
if the Commission finds that enforcement of the registration provisions of the 
act with respect to such securities “is not necessary in the public interest and 
for the protection of investors by reason of the small amount involved or the 
limited character of the public offering,” provided no issue shall be exempted 
the aggregate offering price of which exceeds $300,000. 

Problem: When the statute was enacted in 1933, the figure specified in this 
subsection was $100,000. This amount was increased to the present figure of 
$300,000 by an amendment in 1945. One of the important purposes of this 
action was to provide small business with relatively simpler access to needed 
capital. 

The Commission has adopted various regulations governing the sale of se- 
curities within the prescribed limits. The most important of these is the gen- 
eral exemption provided by regulation A which is designed largely as a pro- 
tection against fraud and which requires the use of an offering circular con- 
taining prescribed minimum disclosures of pertinent information about the 
business of the issuer. The requirements of the regulation can be met by filing 
with a regional office of the Commission a form of notification, copies of the 
offering circular, and certain specified exhibits. The regulation further pro- 
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vides that the Commission may suspend the exemption by order for failure 
to comply with the regulation. The entire procedure provides a method, less 
expensive and time consuming than registrations, by which issuers seeking 
relatively small amounts of money may sell their securities in interstate 
commerce without complying with the registration requirements of the act. 

On July 23, 1956, the Commission revised regulation A in various respects. 
Under the revision, the exemption is not available for offerings for the ac- 
count of persons other than the issuer (sometimes called bailouts) unless the 
issuer has had a net income from operations in at least 1 of the last 2 fiscal 
years. Securities issued to promoters, underwriters, and others for property 
and services must be included in determining whether the offering is within 
the dollar limitation specified in section 3(b), unless appropriate arrange- 
ments are made (by escrow or otherwise) to keep these securities off the 
market for 12 months. Additional provisions make the exemption unavailable 
where promoters, management officials, large stockholders, or underwriters 
have a record of past securities violations. 

With these changes in its exemptive rules, and a stepped-up enforcement 
program, the Commission is of the opinion that it has provided increased in- 
vestor protection in the area of small- and medium-sized issues of securities 
without impeding the raising of equity and other capital by smaller business 
enterprises. In addition, the Commission, on August 16, 1956, established in 
the Division of Corporation Finance in Washington a new Branch of Small 
Issues which is responsible for supervising and coordinating the examination 
by the Commission’s staff, both in Washington and in the Commission’s regional 
offices, of filings under regulation A. 

During the 85th Congress, a bill (H.R. 4744) was introduced which would 
have made the strict civil liabilities that pertain to persons associated with an 
offering under full registration applicable to persons associated with an offer- 
ing under the Commission’s exemptive regulations, The Commission opposed 
this bill on the ground that it would in substance require the equivalent of 
full registration for small issues and that this would have the indirect effect 
of repealing the exemption. Another bill (H.R. 173), which would have en- 
larged the civil liabilities in connection with exempt offerings but which would 
not have gone to the lengths of H.R. 4744, was supported by the Commission 
and is included in this proposal as an amendment to section 12(b) of the act, 
discussed below. Neither of these proposals was enacted. It may be that Con- 
gress will give consideration to revising these civil liability provisions, quite 
apart from any determination that may be made regarding the appropriate 
maximum size of offerings that may be exempted under section 3(b). 

Remedy in the bill: In order to facilitate access to the public capital mar- 
kets by more small- and medium-sized firms, it is proposed that the exemptive 
limit be raised to $500,000. 

In the 85th Congress, the Committee on Banking and Currency, U.S. Senate, 
reported favorably S. 2299 (Rept. No. 438) which provided for increasing the 
exemptive limit of section 3(b) to $500,000. 

Section 4 would change the reference in section 9(a) to the United States 
Code to reflect modifications made in the numbering of its pertinent provisions. 

Section 5: Clarification of jurisdictional standards for, and expansion of 
basis of, civil liabilities. 

Present law: Existing action 12(2) provides for civil liability on the part 
of any person who offers or sells a security by means of a prospectus or oral 
‘ommunication which includes a misleading statement of a material fact or 
Which is misleading because of failure to state a material fact. 

Problem: (1) The question arises under the present section whether, in 
order for liability to attach, the mails or interstate facilities must be used 
in making the misrepresentation or whether the use of mails or interstate 
facilities in other aspects of the transaction is sufficient to create liability. 
here is a split on this question between the Courts of Appeal of the Second 
and the Fifth Circuits, on the one hand, and the Court of Appeals for the 
Seventh Circuit on the other. In the second circuit, in Schillner v. H. Vaughan, 
Clarke € Co. (134 F. 2d 875, (1943)), the statute was construed so that de 
livery of securities through the mails was a sufficient use of the mails to create 
liability. A similar result was reached in the fifth circuit in Blackwell v. 
Bentsen (203 F. 2d 690 (C.A. 5, 1953) cert. dismissed, 347 U.S. 925 (1954) ). 
In the seventh circuit in Kemper v. Lohnes (173 F. 2d 44 (1949) ), the court 
held that in order to create liability under this statute, the misrepresentation 
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complained of must have been transmitted through the mails or interstate 
facilities. 

(2) As presently enacted section 11 of the act provides civil liabilities on 
the part of the issuer, directors, principal officers, underwriters, and certain 
other persons in the event of false or misleading statements or omissions in 
a registration statement, and section 12(2) contains provisions imposing civil 
liability on sellers which are applicable to the offer and sale of securities gen- 
erally, whether they are registered or not. Under section 12(2), “any  per- 
son who * * * offers or sells” a security by false or misleading statements is 
liable (subject to certain defenses) “to the person purchasing such security 
from him.” Where an issuer, or person in control of an issuer, sells to a dealer 
for public distribution and the dealer in turn sells to an investor, for example, 
it has been urged that the investor, in bringing an action under section 12(2), 
cannot go beyond his immediate seller (the dealer) and recover from the is- 
suer—which may be the person actually responsible for the false or mislead- 
ing information used in the sale. Moreover, if the dealer or the issuer is an 
insolvent corporation, for example, so that adequate recovery cannot be ob- 
tained from it, the investor cannot necessarily recover directly from the in- 
dividuals actually responsible for the false or misleading statements. Seec- 
tion 15 provides for the imposition of liability on certain controlling persons, 
but not on other individuals. 

Persons who sign a document filed with the Commission in connection with 
any offering containing an untrue statement or material omission, any person 
who makes or causes to be made such untrue statement or material omission, 
every controlling person and the issuer should be civilly liable to any person 
(not knowing of such untruth or omission) who receives or is shown a copy 
of the statement or document in connection with a purchase of such securities, 
or who relies directly or indirectly on such untrue statement or omission in 
connection with such purchase. As to the issues, there should be no defense 
of lack of knowledge of any untruth or omission in a document filed with 
the Commission. On the other hand, liability for false or misleading state 
ments in an exempted offering should not be imposed on any officer, director, 
or other individual associated with the offering if he sustains the burden of 
proof that he acted in good faith and did not know of the untruth or omission 
on which the action is based. Thus, directors and other individuals should 
not be liable except for actual misconduct or bad faith, but the issuing cor- 
poration should be absolutely liable for any false or misleading statements, 
even if innocently made. 

Remedy in the bill: (1) It is proposed that the jurisdictional language be 
separately stated so as to make it clear that the section would be applicable 
if there was any use of the mails or interstate facilities. This would conform 
the jurisdictional requirements to those contained in section 17(a), which pro- 
vides the basis for injunctive and criminal actions. 

(2) It is proposed that a new section 12(b) be added to the statute to pro- 
vide clear civil liability on the part of those responsible for untrue statements 
of material facts or omissions to state material facts in any statement or 
document filed with the Commission in connection with an offering pursuant 
to an exemption under section 3(b) or section 3(c). Because of the proposed 
addition of section 12(b), the existing section 12 is to designated “section 12(a).” 

Section 6 would amend section 13, the “statute of limitations,” for actions for 
civil recovery, to cover the proposed amendment to section 12 of the act. 

Sections 7 and 8: Implementation of provisions relating to the enjoining of 
violation of, and enforcing compliance with, the act. 

Present law: Section 20(b) now provides that the Commission may obtain an 
injunction when it appears that any person is engaged or about to engage in 
any acts or practices which constitute or will constitute a violation of the act 
or any rule or regulation. Section 20(c) now provides for appropriate courts, 
upon application of the Commission, to issue writs of mandamus commanding 
any person to comply with the provisions of the act or any order of the Commis- 
sion made in pursuance thereof. 

Problem: (1) Cases frequently arise after the act has been violated. While 
past violations are considered a sufficient basis for an injunction by the courts, 
since they indicate the possibility of future violation, it would aid the Commis- 
sion in its enforcement of the act if it were expressly stated that a past viola- 
tion is a basis for an injunction, even though the violation may have been discon- 
tinued, as often occurs when the Commission discovers them. This change would 
conform the provisions of the act to the provisions of the Investment Company 
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Act of 1940 and the Investment Advisers Act of 1940. Any injunctive relief is 
subject to the general discretionary powers of a court of equity, and, therefore, 
not every violation would be a basis for an injunction. 

(2) The reference to mandamus contained in section 20(c) should be elimi- 
nated, in view of the fact that the Federal Rules of Civil Procedure have abol- 
ished the writ as a separate and distinct type of action and provide that the 
same relief may be obtained by an appropriate order. 

Remedy in the bill: (1) It is proposed that this section be amended so as to 
authorize an injunction also on a showing that a defendant “has engaged” in 
acts constituting a violation. 

(2) It is proposed to repeal section 20(c) dealing with writs of mandamus 
and provide a cemparable remedy in section 20(b). 

Section 9 would amend section 22(a) of the act by changing the references 
in that section to the United States Code to reflect modification made in the 
renumbering of its pertinent provisions. 

Section 10: Expanding the coverage of prohibitions against the filing of false 
or misleading material with the Commission. 

Present law: Section 24 now makes it a criminal offense for any person will- 
fully in a registration statement filed under the act to make any untrue state- 
ment of a material fact or to omit to state any material fact required to be 
stated therein or necessary to make the statements therein not misleading. 

Problem: There is at present no section of the act which makes it unlawful 
willfully to file false or misleading applications, reports, or documents, other 
than a registration statement. 

Remedy in the bill: It is proposed that section 24 be amended to apply not 
only to a registration statement, but to any application, report, or other docu- 
ment filed under the act. Thus, for example, under this amendment, the criminal 
responsibility for false or misleading offering circulars and other documents filed 
pursuant to the Commission’s exemptive regulations promulgated under section 
3(b) or section 3(c) would be the same as now exists in the case of registra- 
tion statements. ; 

Section 11: Addition of provisions relating to prohibited activities. 

Present law: None. 

Problem: There exists no provision of the act expressly prohibiting any person, 
indirectly or through any other person, from violating the act or any rule or 
regulation thereunder. Furthermore, the statute should contain an explicit 
provision that aiders and abettors may be liable in civil and administrative 
proceedings. 

Remedy in the bill: The proposed amendment would prohibit persons from 
doing indirectly acts which they are prohibited from doing directly and makes 
it unlawful for any person to aid, abet, or procure a violation by another person, 
removing any doubt that aiders and abettors may be liable in civil administra- 
tive proceedings. The provision does not in any manner constitute a limitation 
with respect to the applicability in criminal proceedings of section 2, title 18, 
United States Code. 





MEMORANDUM OF THE OFFICE OF GENERAL COUNSEL OF THE SECURITIES AND Ex- 
CHANGE COMMISSION ON AMENDMENTS PROPOSED IN SECTION 13 oF S. 1178, 
SECTION 22 OF S. 1179, AND SECTION 11 OF S. 1182 


AIDER AND ABETTOR AMENDMENT 


It has long been a well-settled principle of criminal law that aiders and abet- 
tors are equally culpable as principals for the commission of offenses. 

The Federal Code in 18 U.S.C., section 2(a), provides:’* ‘‘Whoever commits 
an offense against the United States or aids, abets, counsels, commands, in- 
duces, or procures its commission, is punishable as a principal.” 

It is proposed to add a provision to the securities acts which would make 
this aiding and abetting principle equally applicable to civil and administrative 
proceedings. The principle was applied by one district court to an injunction 
action instituted by the Commission by analogy to the criminal provisions cover- 
ing aiding and abetting.’ 





? Subdivision (b) of this section further covers a situation where a party uses an innocent 
agent or instrumentality to commit an offense. It provides 

“Whoever willfully causes an act to be done which if directly performed by him or 
another would be an offense against the United States, is punishable as a principal.” 

*See S.E.C. vy. Time Trust (N.D. Cal., S.D., 1939), 28 F. Supp. 34, 43. 
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Certainly there can be no question that persons who would be culpable in a 
criminal action should be equally culpable in administrative or injunction ae- 
tions brought against them. It is not only sound law but also good common- 
sense. The proposed addition would make manifest this responsibility. Nor 
should there be any concern as to the appropriate application of the principle. 
As the Supreme Court pointed out in Nye & Nissen v. United States (336 U.S. 
613, at G1S—-619) : 

* * The trial court charged that one ‘who aids, abets, counsels, commands, 
induces, or procures the commission of an act is as responsible for that act as if 
he committed it directly... That theory is well engrained in the law. See see. 
tion 332 of the Criminal Code, title 18 United States Code section 550, now section 
2; United States v. Johnson, 319 U.S. 503, 518; United States v. Dotterweich, 320 
U.S. 277, 281. In order to aid and abet another to commit a crime it is necessary 
that a defendant ‘in some sort associate himself with the venture, that he partici- 
pate in it as in something that he wishes to bring about, that he seek by his action 
to make it succeed. L. Hand, judge, in United States v. Peoni, 100 F. 2d 401, 
£02.”” 

This principle is particularly relevant to those provisions in the securities 
statutes which refer to particular classes, such as the provisions in the Exchange 
Act which refer to brokers or dealers. In any event, there should be no objec- 
tion to rendering enforcement more effective by codifying this “well engrained” 
principle into the securities statutes. For no person who associates himself with 
and assists in the commission of a violation should be immune from administra- 
tive or civil actions, particularly where the same conduct would subject him to 
criminal prosecution. 


MEMORANDUM OF DIVISION OF CORPORATION FINANCE WiTH RESPECT TO COMPARA- 
TIVE COSTS OF SECURITIES ISSUES OFFERED UNDER THE COMMISSION'S REGULATION 
A AND SECURITIES ISSUES REGISTERED UNDER SECTION 6 OF THE SECURITIES ACT 
or 1933 


The latest comprehensive data available with respect to the cost of floating new 
issues of securities are to be found in a report prepared by the Division of Trading 
and Exchanges and published by the Commission in June 1957, entitled “Cost of 
Flotation of Corporate Securities, 1951-55." A supplement to that report was 
published in July 1957. As pointed out in the release announcing publication 
of the study (Statistical Series Release 1469, July 26, 1957), “The report also 
points out that the present analysis of cost data, as well as past studies, shows 
that costs of flotation vary because of type of security, size of offering, and size 
and industry of the issuer. For this reason, although overall averages are pre- 
sented in the survey, the detailed tables accompanying the report should be 
consulted for comparing costs of specific issues.” 

The data with respect to issues offered to the public were compiled from 
registration statements filed with the Commission for registered issues. The 
study contains no information with respect to issues offered under Regulation A. 
Portions of certain tables contained in the report and extracts from the text which 
seem particularly pertinent to the present inquiry are stated below. 

The latest comprehensive data available with respect to cost of Regulation A 
issues were compiled, for submission to the Subcommittee on Commerce and 
Finance of the Committee on Interstate and Foreign Commerce, House of Repre- 
sentatives, 84th Congress, during hearings held in 1955 and 1956 on H.R. 5701 and 
H.R. 9319 with respect to section 3(b) of the Securities Act, on the subject of 
“Promotional Securities.” Certain statistical information, including some cost 
data supplied to the subcommittee, appears on pages 37-74 of the printed hear- 
ings. Portions of some of these statistical tables likewise are included in this 
memorandum. 

Finally, information with respect to costs taken from eight fairly recent regula- 
tion A cases and four registration statements selected at random and certain 
comparative data from two of the staff studies are included herein. 


I. COST OF FLOTATION OF REGISTERED SECURITIES ISSUES OFFERED TO GENERAL PUBLIC 
THROUGH INVESTMENT BANKERS (1957 STUDY) 


For registered issues of all sizes and kinds of issuers, the median cost of 
flotation was 1.49 percent of gross proceeds for debt issues, 4.34 percent for 
preferred stock issues, and 10.28 percent for common stocks. Compensation 
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(underwriters’ commissions and fees) absorbed. more than half of the total cost 
in debt issues, more than three-fourths of the cost in preferred issues, and 85 
percent of the cost in common stock flotations. 


(a) Debt issues 


Total costs ranged from 1.19 percent for issues over $50 million in size te 
11.49 percent for issues between $500,000 and $1 million in size (the smallest size 
group for debt issues). 

Included in the study were five debt issues between $500,000 and $1 million in 
size. All of these issues were by companies in the $1 million-$5 million asset-size 
group 
(bh) Preferred stock issues 

Costs of flotation for 120 preferred stock issues ranged from 2.51 percent 
for the largest size interval to 12.68 percent for the smallest size group, the 
interval between $500,000 and $1 million. More than one-half the issues were 
under $5 million in size, with costs averaging 6.42 percent. Another 30 percent 
were between $5 million and $20 million in size, with costs averaging 3.21 percent. 
Issues over $20 million in size numbered 13 and their costs averaged 3.10 percent. 

There were 12 issues between $500,000 and $1 million in size of preferred 
stocks for which data were included in the study, and cost of flotation as a per- 
cent of proceeds ranged from a low of 6.15 to a high of 21.92 percent. There 
were no issues below $500,000. (Table 6, p. 438.) 


(c) Conon stock issues 


Higher costs for common stock offerings, as compared with debt and pre- 
ferred issues, were pervasive, but were more pronounced for small issues. This 
reflects not only the greater risk and complexities in floating common stock but 
also that more small common stock issues were offered by more smaller-sized 
companies. Over three-fourths of the common stock issues offered to the general 
public were under $5 million in size.” and about two-thirds of these issues were 
of companies with assets under $10 million.*2 Moreover, due to the large 
proportion of manufacturing, mining, and other nonutility issues included in the 
data, it is necessary to examine the detailed classifications to obtain a realistic 
picture of costs on Common stocks. The data show that total costs on mining 
issues were 15.68 percent for the largest size group and ranged up to 33.42 
percent on the average for the smallest issues. For issues of a similar size in the 
manufacturing field, total costs were only about half as great, while for electric, 
gas, and water companies costs were about a third as much. The median per- 
centages for issues of all sizes, classified by industry, are: 


Total cost of flotation as percent of gross proceeds (common stock issues) 


Industry of issuer Number of Median 
issues percentage 
Manufacturing a0 10. 06 
Elect is and water 7 40 4. 55 
Commu! tion 15 | 6. 07 
Mining 55 20. 00 
Other 30 | 12. 26 
A] 230 10. 28 


‘This refers to issues other than through rights offerings where a greater proportion of 
the issues are of larger companies. 

7Of common stock issues under $1 million in size, 93 percent were of companies with 
assets under $10 million. 
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Cost of flotation, registered issues offered to the general public '—common stock 
classified by size of company and size of issue, 1951, 1958, and 1955 


Size of issue (million dollars) 
Size of company (asset size _ y 7 jncitheciahiadeecandlies 
in millions | | | 
Under | 0.5- | 1.0- | 2.0- | 5.0 | 10.0- | 20.0- |50.0and| Total: 
0.5 0.99 | 1.99 | 499 | 9.99 | 19.99 | 49.99 | over | 


Cost of flotation as percent of proceeds 





] 

Under $1 33.42 | 30.57 20.96 | 20.17 | 6.36 | 15.62 | | 20.85 
$1 to $4.9 22.22 | 16.86 | 16.24] 13.61 | 11. 50 | 14.44 
$5 to $9.9... 17. 55 11. 61 11. 27 11.12 12. 33 | 11.54 
$10 to $19.9... 9.27 | 9.83 8. 40 14. 28 9. 23 
$20 to $49.9 9.73 6. 89 8.19 8.14 7.23 
$50 to $99.9 3.75 | 5.83 6. 54 4.98 5. 65 
$100 to $199.9 | 5.78 4. 34 9. 00 5. 02 4. 60 
$200 to $499.9 ‘ 4.92 3. 92 4.05 4.13 
$500 and over... 2.98 4.71 4.27 
All issues: | 

Mean... 27.15 21. 76 13. 58 9. 97 6.17 4. 66 5. 37 os 

Median... 26, 25 17. 67 11. 96 9.77 6. 22 4.85 4. 86 10. 28 


‘**Cost of Flotation of Corporate Securities, 1951-55.” 
2 Percentages in this column are median percentages for all issues in each company size interval. 


II. COST OF FLOTATION DATA FOR REGULATION A ISSUES (SEE HEARINGS, HOUSE 
SUBCOM MITTEE) 
Successful* regulation A issues, April 1953—October 1954: Actual cash costs of 


flotation 
{Amounts in thousands] 











Total 
Amount Percent 
URANIUM 
Gross proceeds. . - - CL see cused ebbae kicscck Sieam $9, 266 100.0 
Commissions and discounts. .................---- : s = 1, 752 18.9 
Other cash compensation...............--- ‘ nee 299 3.2 
I ah he seus ben Geadibicnwants 2, 051 22.1 
Expenses paid by company.................-... el 5 224 2.4 
ee Ne a III cicada connessecence 2, 275 24.6 
OTHER MINING 

Gross proceeds... ....- SN 5a daca 1, 577 100.0 
Commissions and discounts... .....-- litte : 236 15.0 
Other cash compensation > 36 2.3 
Total compensation. --.--_-- 17.2 
Expenses paid by company-..............-.- 2.2 
Total cost of flotation... eee eae ; 4 308 19.5 





! Data for 60 issues 85 percent or better sold during reporting period 


TABLE 16.—Successful’ oil and gas issues of common stock, regulation A, for 
cash sale for account of issuers, April 1953-October 1954: Actual cash cost 
of flotation 

{Amounts in thousands] 





Tot al 
Amount Percent 

Gross proceeds : #33. 194 100.0 
Commissions and discounts : a . ; 614 19.2 
Other cash compensation . 119 3.7 
rotal compensation 22.9 
Expenses paid by company 53 ‘ 
Total cost of flotation TRE 24.6 
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TaBLE 22.—Successful* issues of promotional companies other than mining or oil 
and gas, regulation A, for cash sale for account of issuers, 1953-54: Proposed 
cost of flotation by method of distribution 


[Amounts in thousands] 


| Total 


| 


Amount | Percent 





ALL TYPES OF SECURITIES | | 

Gross proceeds $4, 183 100.0 
Commissions and discounts. - - - - ‘ | 381 | 9. 1 
Other cash compensation 45 | 
Total cash compensation - -- | 426 | 10. 2 

Expenses paid by company-..--- -- ice cele 61 
Total cost of flotation_... z < 487 | 11.6 

COMMON STOCK 

Gross proceeds. - - 1, 709 | 100. 0 
Commissions and discounts. - - -- 189 | o3,8 
Other cash compensation 35 3.1 
Total cash compensation. . _- 224 13.1 
Expenses paid by company..--- | 23 1.4 
Total cost of flotation. _- : —— 248 | 14.5 





Data for 30 issues 85 percent or better sold during reporting period. 


TaBLE 28.—Successful'’ issues of established companies other than mining or oil 
and gas, regulation A, for cash sale for account of issuers, 1953-54: Proposed 
cost of flotation by method of distribution 


[Amounts in thousands} 











| 
Total 
| Amount | Percent 
ALL TYPES OF SECURIIIES | 
cas ac onnn salen ake Oana $6. 956 100.0 
Commissions and discounts. . - - - - - ; 428 6.2 
GUGRROT CORT CORMIIOIIIIIING 6b els 5 i on as in Silo Be Se ins ash i di hs co SR ee nn 
Total cash compensation. -.-__.--.--- ihe , 428 6.2 
Expenses paid by company -.--..- nibite GE 2 Sete deel 94 | 1.4 
ete) cont OG SS, Bk kc nasi nade cc ene 522 | 7.8 
COMMON STOCK 
Gross proceeds. .-- oe . : ald 5, 903 | 100. 0 
Commissions and discounts. . - - a ; 342 5.8 
Other cash compensation i : dig eatinoriies | 
Total cash compensation. -- t ON Te; i 342 | 5.8 
eerie nie Ger RING 45s oe 3k na 2 Ses i nen cl 80 | 1.4 
; . eae 4 es = 
TOUR) GORE GF TINGNENOEL. _.. 20 nenscccane lel deers leaedi dd dae ae --=4 422 1.2 


' Data for 30 issues 85 percent or better sold during reporting period. 
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TABLE 38.—Issucs of common stock of 12 uranium companies effectively regi 
tered under the Securities Act of 1933, 1953-54: Proposed cash cost of flotation 


{Amounts in thousands] 





Total 
Amount Percent 
Gross proceeds : $18, 800 100.0 
Commissions and discounts 3, 467 18.4 
Other cash compensatior 201 1.1 
Total compensation 3, 668 19.5 
Expenses paid by company 422 23 
Total cost of flotation 4, 090 1.8 
III. Cost Data FrRoM 12 FILiIncs UNDER REGULATION A AND REGISTRATIONS 
SELECTED AT RANDOM 
Regulation A filings 
Size of offering Cost of underwriting Other 
expenses 
Company A (1958): $300,000 convertible de- | $65,000 plus 30,000 warrants at 1 cent per $2, 171. 9 
bentures warrant. 
Company B (1958): $200,000 common stock cc cces ; 6, 730. 34 
Company C (1958): $226,062.50 convertible | $22,250._....._._- 3, 939. 30 
preferred and common stock 
Company D (1957): $75,000 debentures. None 1, 239. 00 
Company E (1958): $297,000 common stock $9,900 plus $500 per month for advisory serv- 16, 642. 00 
ices, 
Company F (1958): $300,000 convertible pre- | $38,220 plus 75,000 warrants at 1 cent per war 7, 115. 00 
ferred and common ($5 unit of which com- rant plus $1 per share 
mon at $1 
Company G 1958): $182,737.50 common | None ‘ 3, 583. 55 
rights offering. 
Company H_ (1958): $297,991.75 common | $49,211.91 plus 18,000 shares at 10 cents per 4, 549. 67 
874 cents per share share 
Registration statement 
Size of offering Cost of underwriting Other 
expenses 
Company I (1958): $300,000 convertible de- | $35,000 plus 30,259 warrants at 1 cent per war- $17, 750. 00 
bentures and common stock (at $1 per rant plus $1 per share 
share). 
Company J (1958): $600,000 common stock | $60,000 plus 10,000 options at $2 per share 15, 000, 00 
($2 per share). 
Company K (1959): $600,000 cgmmon stock | $78,000 plus 15,000 shares at $1 per share___ 13, 000. 00 
(at $3 per share). 
Company L (1959): $947,200 convertible de- | $12,500 to $59,860 ($12,500 plus 5 percent) _ _ __ 36, 125. 00 


bentures (rights offer). 








The following tabulation covers proposed costs of flotation for common stock 
issues, under $1 million in size, registered under the 1933 act in the years 1951, 
1953, and 1955 and actual costs for regulation A issues successfully sold in the 
period April 1953 through October 1954. (All of these issues were offered by in- 
vestment bankers.) These figures indicate that costs of flotation were some 
what lower for regulation A issues 


Under regulation A Under 1933 act 


Number of | Costin per- | Number of | Cost in per- 


issues cent of gross issues cent of gross 
proce¢ ds proceeds 
Extractive 59 25.5 2¢ 33.0) 
Nonmining | 
Promotional 7 20.8 5 23.2 
Established 17 9.6 25 13.4 
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STAFF MEMORANDUM ON AMENDMENTS TO §. 1178, THE SECURITIES 
ACT OF 1933 


This act is concerned in the main with the initial distribution of securities 
rather than subsequent trading. Securities which are offered to the public 
through the mails or the channels of interstate commerce must be registered 
with the SEC by the issuer. The registration statement must contain specified 
information about the security, the issuer, and the underwriters. It becomes 
effective automatically in 20 days unless the Securities and Exchange Com- 
mission declares it effective sooner or institutes an administrative proceeding 
to prevent or suspend its effectiveness. 

The Commission has no authority to approve any security or to pass on its 
merits. Its sole function is to assure that the registration statement is accurate 
and complete. A prospectus containing the basic information in the registra- 
tion statement must be given to the buyer. Civil and criminal liabilities are 
imposed for material misstatements or omissions in the registration statement 
or prospectus. There is also a general antifraud provision, forbidding fraudulent 
schemes or the obtaining of money by the means of an untrue statement, which 
applies whenever a security is sold by use of the mails or the channels of inter- 
state commerce, whether in the course of a distribution pursuant to a registra- 
tion statement or in the course of ordinary market trading. It is enforcible by 
injunctive and criminal sanctions. Certain types of securities and transactions 
are exempted from the registration and prospectus requirements but not from 
the antifraud provision. (The staff memorandums are indebted to Louis Goss, 
Securities Regulation, 1955.) 


AMENDMENTS TO THE Securities Act or 1933, S. 1178 


The amendments in the bill are recommended by the SEC. A substantial 
number of the proposed amendments are designed to make the Commission’s 
enforcement activities more effective by eliminating or minimizing various prob- 
lems which have come to light in the course of SEC enforcement of the law 
over the last several years. 

The principal amendments would (1) increase from $300,000 to $500,000 the 
size of offerings which may be exempted from registration under the exemption 
powers of the 1933 act; (2) clarify the jurisdictional basis of the civil liability 
provisions of the statute with regard to interstate commerce; (3) provide specific 
civil and criminal liability with respect to documents filed with the SEC pursuant 
to Commission rules in connection with exempt offerings; and (4) make it clear 
that a showing of past violations is a sufficient basis for injunctive relief, and 
that aiders and abettors may be responsible in civil and administrative 
proceeding. 

Many of the amendments enact only technical changes in the law. However, 
others are of a substantive nature, and it is those that will be examined here. 


EXPLANATION BY SECTIONS OF S. 1178 


SECTION 3: INCREASING FROM $300,000 TO $500,000 THE SIZE OF OFFERINGS WHICH 
MAY BE EXEMPTED FROM REGISTRATION UNDER THE ACT 


In the 85th Congress the Senate passed S. 2299 (Rept. No. 4388), effecting 
this amendment. 

Section 3(a) of the act exempts certain securities. Section 3(b) provides 
that the SEC may by rule add any class of securities to those already exempted. 
This may be done if full registration is not necessary in the public interest and 
the protection of investors by reason of the small amount involved or the limited 
character of the public offering. The top limit of exemption may not go beyond 
$800,000, however. 

The purpose of this exemption is to allow small business to raise capital with- 
out the expense of registration. When first enacted in 1933, the top limit was 
$100,000 ; it was raised in 1945 to $300,000. The argument for the proposal is 
that to exempt an equivalent purchasing power today, Congress should raise the 
limit to $500,000. 

An argument against the proposal is that small companies which are thus 
exempted may rival the large company as a cause of potential loss to the in- 


vestor. In raising the exemptive limit for them, therefore, the area of potential 
harm is increased. 
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One answer to that contention is that the exemption refers only to full 
registration. Those companies exempted must still file with the SEC a de. 
tailed offering circular and a letter of notification known as regulation A. 
And certain civil and criminal penalties for misstatement of material truths 
by the seller apply to this area (secs. 12(2): 17(a)). Consequently, the Com- 
mission believes that the large disclosure of pertinent. information protects 
against fraud in exempted stocks. 

H.R. 4744 (S5th Cong.), notwithstanding, sought to make the strict civil 
liabilities which pertain to persons associated with an offering under full 
registration applicable to persons associated with an offering under the Com- 
mission’s exempting regulation A. 

An enlargement of the present civil and criminal liability of exempt offerings 
has now been suggested by the SEC, one less extensive than H.R. 4744. (See 
the later discussion of secs. 5 and 10 of S. 1178.) Although the exemptive 
limit would be raised from $800,000 to $500,000, the SEC argues adequate 
public protection in this exempted area: first, by the disclosure still neces- 
sary under regulation A; and secondly, by the addition of new civil and criminal 
penalties. 


SECTION 5: JURISDICTIONAL BASIS (INTERSTATE COMMERCE) OF CIVIL LIABILITY 
CLARIFIED; EXTENSION OF CIVIL LIABILITIES 


As the law now stands, section 12(2) provides for civil liability on the part 
of any person who offers or sells a security by means of a prospectus or oral 
communication which includes a misleading statement of a material fact. The 
question arises under the present section whether, in order for liability to 
attach, the mails or interstate facilities must be used in making the misrepre- 
sentation or whether the use of mails or interstate facilities in other aspects 
of the transaction is sufficient to create liability. An example of the former 
position is found in Kemper v. Lohnes (173 F. 2d 44 (1949)). There the de- 
fendant advertised and got indications of interest from the buyer through the 
mails, but his misrepresentation, the sale, payment, and delivery of stock took 
place in one city. The court found no liability. But other courts have held 
that though the untruth was uttered face to face, sending the stock by the 
mails to the buyer sufficed for liability (Schillner v. Vaughan, Clarke & Co., 
134 F. 2d 875 (1943): Blackwell v. Bentsen, 203 F. 2d 690 (1953) ). 

A justification for the amendment is offered in a recent case wherein liability 
attached merely because the buyer sent his check for the price to the seller. 
The court said the statute is a remedial one, and should be liberally con- 
strued. Congress never favored fraud, even that fraud which occurs intrastate. 
The conditions for liability, interstate commerce, or use of the mails, were 
written in 1933 for constitutional reasons. Moreover, the antifraud provision 
of section 17(a) has been construed to their utmost limits (Creswell-Keith v. 
Willingham, C. A. 8, February 27, 1959). 

Codifying this theory, the proposed amendment of section 5 will impose civil 
liability where the mails or instruments of interstate commerce are used, 
directly or indirectly, in connection with such offer or sale, or any related 
act or transaction. The words “directly or indirectly” are to cover the cases 
cited above. They are already found in section 17(a) of the act, which pro- 
vides the basis for injunctive and criminal actions. There was no industry 
objection to them. 

“Any related act” the industry did find objectionable, however. It believes 
that civil liability should attach strictly to “offer and sale” as originally writ- 
ten in the statute. In its opinion the new words will invite complete invasion 
of State lines. That is, they would reach the situation where an issuer makes 
a misstatement in the mails to an underwriter which has no real connection 
with the final sale intrastate. 

The second part of section 5 adds new civil liability where offerings are 
exempted by regulation <A. 


I. Civil liabilities of fully registered companics for misstatements to buyers 
under section 11 of the 1933 act 


Section 11 of the 1933 act provides that when a company has filed a registra- 
tion statement which contains an untrue statement of a material fact, any 
person who buys that stock may sue the issuing company and certain other 
persons for damages. Not only misstatements of fact but omissions of mate- 
rial facts necessary to make the statements not misleading are prohibited. 
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A. Who may be sued.—The company issuing the stock, those who have signed 
the registration statement (by sec. 6(a) a principal executive officer or officers), 
the directors, experts such as accountants, and the underwriters. 

B. Privity of contract.—The purchaser of the stock can sue any underwriter 
who helped distribute the issue, even though that particular one did not sell to 
the purchaser. In other words, under section 11 privity of contract is not required. 

The buyer has no claim if he knew of the misstatement when purchasing. That 
fact must be proved by the person being sued. But short of that, the purchaser 
need not claim that he has read, or even heard of, the registration statement con- 
taining the untruth, filed with the SEC in Washington. Nor must he prove re- 
liance on it. In order to sue the issuer, the buyer merely needs to have bought 
the stock. At the time of final purchase, however, he has a prospectus with much 
the same information. 

C. Defenses to the issuer, directors, etc —How else may the defendants escape 
liability besides showing that the buyer knew of the untruth when purchasing? 
There are no defenses for the company which issued the stock. In contrast to 
the common law, it may not plead either the fact that the mistake was made in 
good faith or after a reasonable investigation. 

Other defendants who may be sued, such as the directors, officers, experts, and 
underwriters described above, do have certain defenses available to them. For 
instance, a director could prove that he had after reasonable investigation rea- 
sonable grounds for believing that the facts in the registration statement were 
true. In substituting a standard of negligence for the older one of fraud, the act 
once more rejects a defense of good faith. Where such a defendant draws on the 
report of an expert, he is not liable if he had no knowledge of any inaccuracy, 
or no reasonable grounds for believing it inaccurate. The expert must have made 
a reasonabie investigation giving him reasonable grounds to believe the state- 
ments were true. 

The burden of proof to establish these defenses is on the defendants and not 
the buyer. 


Il. PRESENT LAW: CIVIL LIABILITIES OF COMPANIES EXEMPT FROM REGISTRATION TO 
BUYERS UNDER SECTION 12(2) OF THE 1933 ACT 


Section 12(2) is applicable as between any buyer and any seller to him, whether 
the stock is registered or not. The seller under the section is liable to his immedi- 
ate purchaser for damages in any sale effected by the means of interstate com- 
merce or the mails by means of a prospectus or oral communication, which 
includes a material misstatement. The omission of a material fact necessary in 
order to make the statements, in the light of the circumstances under which they 
were made, not misleading, is also prohibited. 

Generally, then, the buyer may sue the issuer or the dealer (if either sold to 
him), Where the misstatement was in the prospectus or made orally in interstate 
commerce (over the telephone). This is the section that is usually used by the 
buyer to sue the fraudulent dealer. 

A. Who may be sued.—Section 12(2) allows suit only against the seller of the . 
stock, the issuer, underwriter, or dealer as the case may be. Yet section 11 in the - 
registration area specifies not only the seller, but also the issuer’s principal offi- 
cers, directors, experts, and so forth. Thus if the selling dealer or issuing 
company is insolvent, those persons in control of it responsible for the misleading 
statements cannot be reached. 

B. Privity of contract—If the issuing company sells to a dealer, who in turn) 
sells to the buyer, the latter cannot go beyond his immediate seller and recover 
from the issuer, the one who may be guilty. 

As with the provision under section 11, the buyer may not recover if he knew 
“Se untruth. Presumably such knowledge on his part must be proved by the 
seller. 

C. Defenses.—This section makes defenses more readily available to a seller 
than did section 11 to the issuing company. He may plead (somewhat as may the 
directors under the former section) the excuse of no knowledge, and after exer- 
Clsing reasonable care the impossibility of getting knowledge of the misstatement. 
Good faith is still not an excuse under this section. 
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Ill. THE POSITION OF THE BENNETT BILL, H.R. 4744 


The wide latitude of suit allowed the buyer under section 11 registration in 
contrast to the narrower coverage allowed him under section 12(2) has prompted 
varying attempts to impose more liability on the companies and sellers in the 
exempted area. 

Basically, the purpose is to protect the investor who buys stock in the area 
exempted to $300,000. The danger to him is that it may be primarily new com- 
panies with small capital that will take advantage of regulation A. If these com- 
panies fail, he cannot always reach their assets in bankruptcy. And the evils 
of high pressure salesmanship and of selling on the basis of inadequate informa- 
tion allegedly exist to a large degree in small issues. Presumably, on account of 
these fears the House has refused in the past to increase the exemptive limit. 

On the other hand, small business needs access to capital without the heayy 
cost of full registration. This inspires the proposed lifting of the exemptive limit 
from $300,000 to $500,000. The question now for decision is how much additional 
protection, if any, must be granted the investor in the form of new Civil and 
criminal remedies 

H.1. 4744, 85th Congress, known as the Bennett bill, sought to afford the addi- 
tional protection by imposing most of the strict registration penalties of section 
11 to similar persons Who were exempt under regulation A. 

From the examination of section 11, it should be plain that under H.R. 4744 
the same persons could be sued with the same defenses by a buyer who bought 
a registered or an exempted stock. Therefore, the SEC opposed this bill on 
the ground that it would require the equivalent of full registration for small 
issues and thus indirectly repeal the exemption. 


IV. PROPOSED LAW: SECTION 5 PROVIDES NEW BUT LESS SEVERE LIABILITIES 


An intermediate position on protection has been proposed in section 5 of S. 1178, 
one that enlarges the present civil and criminal liabilities of exempt offerings, 
but does not go as far as H.R. 4744. This amendment would add a new sub- 
section (b) to section 12 (the one now relating to sellers) which may be applied 
to exempted stocks. It says that a company (and certain others) submitting any 
statement or document to the SEC (the offering circular and letter of notifica- 
tion) under the small issue exemption containing a material untruth may be 
sued by a buyer who gets or sees a copy of the statement, or who relies directly 
or indirectly on the misstatement. 

A. Proposed law: When the buyer may sue.—In addition to old section 12(2), 
under new section 12(b), the buyer who receives or is shown a copy of the offering 
circular with an untruth could sue the issuer and certain others. The company’s 
offering circular (in addition to being submitted to the SEC) must be sent to 
the buyer as well before the sale (SEC rule 256(a)(2)). Thus in the ordinary 
course of events, the buyer should get the same information in the circular as 
is submitted to the SEC. The proposed section merely spells out liability if there 
is a misstatement in it. 

To win, the buyer would probably have to prove he got the document but does 
not have to prove he read it. This is very similar to the burden of proof under 
section 11, applying to full registration. There the buyer may sue even though 
he never read the registration statement in Washington. Ordinarily, however, 
he has to receive a prospectus by the time of final sale, containing much the same 
information. In general, then, the receipt of the circular under the small issue 
exemption is similar to getting the prospectus under full registration. Therefore 
the first part of the amendment to section 12 in effect gives the buyer a compar- 
able remedy to sue the issuer, etc., for a material misstatement in the exempted 
area as previously existed in the registration field. 

The NASD believes that the buyer must read and rely on the statement to 
recover. 

B. Propose law: Burden of proof on the plaintiff —The second part of the new 
provision for liability states that the buyer may sue if he relies directly or indi- 
rectly on the untrue statement in connection with his purchase of the stock 
(whether he got the offering circular or not). For instance, suppose a dealer 
states a certain fact to the buyer in person or over the telephone. Under section 
11's registration provisions, if he bought the stock (presumably after having re 
ceived a prospectus), there is no necessity for the buyer to prove reliance on the 
misstatement. Thus the hurdle of recovery appears to be slightly higher upon 
the buyer of a small issue who does not get a copy of the offering circular. 
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The buyer has no claim if he knew of the untruth or of the omission, but the 
burden of proving it is upon the defendant sellers of stock. 

C. Proposed law: Who may be sued.—In the case of full registration under 
section 11, it was the issuing company, the signers of the statement (principal 
officer), the directors, experts and underwriters. 

But in a small issue suit under section 12(2) the only defendant was the 
immediate seller, whether issuing company or dealer, not their officers or di- 
rectors, ete. And suit by a remote buyer may be blocked by privity require- 
ments. 

The effect, then, of the proposed section 12(b) is to import some of section 
11's wider coverage. It would entitle the buyer to sue the issuing company, the 
signers of the circular, and anyone who made or caused the misstatement to be 
made. 

D. Proposed law: Privity of contract—Privity would no longer be a necessity 
since 2 remote buyer could sue the issuing company even though it did not sell 
tohim. This would cure the deficiency mentioned above. 

Yet the board of directors, officers, and underwriters are not directly included 
in the liability. Obviously those who make the misstatement or cause it to be 
made are included under the wording of the new section; those who did not 
escape liability. But it has been argued that not only the directors and officers 
who cause the untruth but all of them as a group should be proper subjects for 
suit as in the case of section 11’s full registration. In answer, the SEC insists 
that such extension would deter public financing of small business. 

Underwriters could still be sued under section 12(2) as sellers. They 
rarely are involved in small issues under regulation A. 

Experts and dealers would probably be included by the clause, ‘““made such 
untrue statement.” 

In the opinion of the Commission, the new section will allow the buyer the 
practical remedy he seeks, the right to reach the issuer’s assets in bankruptcy. 

FE. Defenses.—Aside from proving that the buyer knows of the missstatement at 
the time of purchase, the issuing company has no defenses (as in section 11). 

However, the section goes on to provide ready defenses for the few other de- 
fendants, the signers and perhaps directors or others who cause the misstatement. 
They need merely claim and prove that they did not know of the untruth 
in the document or statement submitted to the Commission or that they acted 
in good faith in making the mistake. Such an excuse means that a director 
escapes liability because of his ignorance. To exempt from civil liability a 
person who in good faith makes a misstatement would destroy the effect of the 
entire section, because it is practically impossible to deny a “claim” of good 
faith. (Hearings before Senate Committee on Banking and Currency on S. 875, 
73d Cong., Ist sess. (1933) p. 205.) In neither section 11 or 12 was the claim 
of good faith allowed. 

However, it is argued by the SEC that since the defendant will be liable 
under this section only if he caused the misstatement, it will be difficult for him 
on those facts to insist he did not know of it or made it in good faith. This 
will suffice to reach the fraudulent promoter or engineer. 

Any judgment on increased civil liability must consider the addition of criminal 
liability. The discussion follows: 


SECTION 10. CRIMINAL LIABILITY ADDED TO SMALL ISSUE AREA 


Section 24 of the act makes it a criminal offense for any person in a registra- 
tion statement filed with the SEC willfully to make a misstatement of a material 
fact. The penalty is fine or imprisonment. This section does not apply now to 
misleading applications, reports, or documents not part of a registration state- 
ment. Thus it does not include small companies applying under regulation A. 

Proposed section 10 of S. 1178 would cover small companies by adding that 
applications, reports or documents filed under the act or any rule or regulation 
thereunder would incur the existing criminal penalties in case of misstatement. 
The word “documents” would include the offering circular and letter of noti- 
fication. 

The SEC maintains that the addition of such penalties to small issuers will 
not discourage novice companies from raising capital. The reasoning is that to 
apply the criminal penalties an element of willfulness must be proved—that is, 
knowledge of the falsity. In its opinion it is just to place small issuers on an 
equal footing for willful misstatements with companies who fully register. 
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The New York Stock Exchange believes that the new penalty should be limited 
only to the exempt offering documents, rather than apply to all reports. 

F. Contribution to the defendant from other guilty parties —Section 5 of §, 
1178 also provides for contribution to the defendant from other guilty parties, 
The last sentence of the proposed 12(b) says that any person who is found liable 
and is not primarily at fault may get contribution (as in cases of contract) from 
any other guilty party who if sued separately would have been liable to make the 
same payment. 

This provision for contribution somewhat parallels the one for full registration 
in section 11(f) of the 1933 act, and section 18(b) of the Exchange Act of 1934, 
Both contribution sections are in harmony with the modern theory of contribu- 
tion among joint tortfeasors, abolishing the common law doctrine where there 
was none. The phrase, “as in cases of contract,’’ means that parties liable on 
the statements filed may equitably recover from one another. 

The question of who is “primarily at fault’ may bring more complication into 
the second suit than intended, says the National Association of Securities Dealers, 
If the defendant does not avail himself of third-party practice under the Federal 
rules, his separate suit for contribution may raise the issue of primary fault, 
properly the issue of the first suit. 

G. Vagueness of “Any document filed.’—The new section speaks of any state- 
ment or document filed with the SEC in connection with exempt stock offerings 
containing an untrue statement of a material fact. Objection of the industry is 
to the vagueness of “any statement or document filed.”” For under section 11, 
liability exists in regard to only one document, the registration statement. It 
is feared that later regulations may include too many documents. Under present 
regulations, there must be filed a notification, an offering circular and amend- 
ments, newspaper and radio advertisements, and semiannual reports during the 
offering. The industry insists that the exemption of regulation A is hardly 
preferable to full registration because there are so many requirements; there- 
fore, in the opinion of the NASD, the liability should cover only the offering 
circular. 

In response the Commission answers that it would be unduly restricted if 
obliged to name each document which is “required.” And the proposed language 
gives the Agency some of the power it has under full registration. For under 
section 7 it may alter some of the requirements for registration statements. 

Due to the increased liability to companies offering small issues, the Small 
Business Administration, the NYSE, and the NASD oppose this amendment. 


SECTION 7: CREATION OF POWER TO GRANT AN INJUNCTION FOR PAST VIOLATION OF 
THE ACT 


An injunction has been traditionally granted to prohibit a person from con- 
tinuing an unlawful activity. The defendant is enjoined because a criminal 
penalty for his past offenses may not stop future ones. Indeed he may pay a fine 
for the past offenses while being presently enjoined from committing the same 
one in the future. Thus an injunction is in no way a criminal sanction. (U.S. 
v. Oregon State Medical Society, 343 U.S. 327, 333 (1952).) 

However, though the offense is no longer being committed, an injunction may 
also issue when there exists a likelihood of repetition. This likelihood is proved 
by the facts existing at the time of seeking the injunction—not necessarily the 
amount of time which has elapsed since the last violation. For example, volun- 
tary discontinuance of itself may not suffice (SEC v. Lawson, 24 F. Supp. 360 
(1938)). Nor is it forestalled merely because the threat of SEC investigation 
induces cessation of violation (SEC v. Torr, 87 F. 2d 446, 449 (1937)). Other 
circumstances might be the willful or careless nature of defendant’s misdeeds. 
A district court has added that a statutory injunction should be granted not 
only in terms of defendant's cessation, but in terms of protection of the public 
(Lawson, supra); in regard to proving future repetition under another statute, 
see Ring v. Authors’ League of America, 186 F. 2d 687 (1951). 

Historically, one could not get an injunction from the court as a matter of 
right. As a matter of equity, the court issued it in its discretion, taking into 
account the above-named circumstances (U.S. v. W. T. Grant Co., 345 U.S. 629, 
633 (1953) ). 

Following these concepts, the 1933 act in section 20(b) allows the SEC to seek 
an injunction when the defendant “is engaged” or “about to engage” in a viola- 


tion of the act. These words refer to present activity and include likelihood of 
repetition. In 1940 the Investment Company Act and the Investment Adviseré 
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Act added the words “has engaged” (sec. 42(d) and sec. 208(d), respectively). 

In the suggested amendment, section 7 of S. 1178, the Commission proposes to 
change the earlier Securities Act to conform with the later acts it administers. 
The words “has engaged” in a violation or “has failed to comply” with the act, 
would be added. The justification for conformity is that defendants have argued 
Q that Congress intended in the later acts to allow an injunction for past viola- 
e tions related to likelihood of repetition ; therefore, the absence of “has engaged” 
in the earlier Securities Act meant it did not so intend thefein. No cases have 
n been cited adopting the argument. 


. The industry, however, insists the change would have the drastic effect of 
\- allowing the issuance of an injunction for a past violation without a showing of 
e likely repetition. 

n | Although the statute says an injunction “shall be granted” when certain facts 


|} are proved, the Supreme Court has construed a similar statute to mean that the 
0 discretion of the Court was not changed by such language. Thus, the issuance 
S. is not automatic. (Hecht v. Bowles, 321 U.S. 321 (1944).) 


lf Nevertheless, even though a court retains its equity jurisdiction, the industry 
feels a judge may believe himself justified under the new language in issuing 
an injunction unrelated to any showing of future violation (see latter part of 


e- Bowles case, p. 331). 
8 Throughout the SEC has recognized that equity jurisdiction exists and in a 
is | conference with the industry on March 7 it gave assurance that there was no 
1, desire to change this basis. Therefore, it may be objected that the Commission 
It does not need this amendment. That is, it may now obtain an injunction any 
nt time it can show the danger of repetitive violations (SEC v. Torr, supra, p. 
d- | 449: SEC v. Franklin Atlas Corp., 154 F. Supp. 395 (1957), p. 401)). To re 
l@ | capitulate, industry argues that if the agency really seeks to use the injunction 
ly as a preventive remedy, it has all the power needed at present. The danger is 
e felt that it seeks to use the injunction as a punitive remedy. If punitive reme- 
ng dies are needed, under section 24 the agency may ask for a fine or an imprison- 
. ment for a willful violation of the act. Fraudulent bucketshop operators may 
if be rapidly indicted when it can be proved they have infringed the law. 
ge It may be asked why the SEC uses an injunction as a punitive remedy rather 
er than resort to its criminal remedies. The reason is that an injunction is much 
swifter than the cumbersome administrative procedures which may also be 
all applicable. For instance, in the case of a broker-dealer who violates the act 
by selling unregistered stock, an injunction is more expeditious than revocation 
of his license. The latter requires notice to the dealer, opportunity for hearing, 
OF and a finding of violation. 

In support of its request, the Commission points out that an injunction only 
es forbids illegal selling. But, industry responds, the adverse publicity of an 
nm injunction practically puts a broker out of business in the stock market. For 
ne the adverse effects of publicity under the OPA statute, see Brown, Price Ad., 
me 0.P.A. Vv. Purvin, 52 F. Supp. 348 (1943). Under the pressure of the market to 
8 sell stock, an injunction may be consented to, rather than contested. 

“as Moreover it is not clear whether the defendant can contest the validity. of 
ay an agency order in a suit for injunction based on an alleged past failure to 
a comply. Acquiescence in the order may be less burdensome than contesting it 
the at the administrative level or through the courts in a direct proceeding to test 
.. its validity. If, thereafter, it is claimed that the order was not complied with 
360) and an injunction is sought on the basis of the past failure to comply, ordinarily, 
ion the defense of invalidity of the order would be met by a claim that the defend- 
her ant had failed to exhaust his administrative remedies. NASD urges that con- 
ds. sideration should be given to including in this section a provision that would 
not suspend the doctrine of exhaustion of administrative remedies, to permit the 
slic defendant to contest the validity of the order in the injunction proceeding ; and 
ate, that the language of this section directing that the court “shall” grant the 

injunction or restraining order, should be changed to “may.” 
‘2 More important, once an injunction is granted, it is grounds for revocation or 
nto denial of various privileges under the other SEC Acts. For example, a broker or 
29, dealer's registration may be denied or revoked if he is enjoined from a practice 

In connection with the purchase or sale of any security (sec. 15(b)(2)(C), 
eek Securities Exchange Act of 1934). And under the proposed amendments to the 
ola: 1934 act, the SEC seeks the same power when an injunction relates to conduct of 
i of business of a broker, dealer, or investment adviser (sec. 13 of S. 1179). An 
ser investment adviser‘s registration may now be denied or revoked if he has been 


enjoined in the same way (sec. 203(d) (2), Investment Advisers Act of 1940). 


288 SEC LEGISLATION 


ae 


Summary of industry arguments.—The injunction is an historically discretion. 
ary measure. The new language “has engaged” might give a court impetus to 
enjoin without proof of threatened repetition. If so, it may be used as a punitive 
penalty by an agency. It already has adequate criminal remedies. 

Suggestions of industry.—-1. Delete “has engaged” in the later acts. 2. Pass 
the amendment, but add in this act and the 1940 acts the necessity of proving 
likelihood of repetitive violation, ‘a proper showing of equity.” 3. Change 
“shall” to “may.” 

Summary of SEC arguments.—The 1933 act should be conformed to congres- 
sional intention expressed in the 1940 acts. The power is needed to stop fraudu- 
lent sellers who will continue to harm the public when the SEC fails to get an 
injunction under present law. 


SECTION 11: ADDITION OF PROHIBITION AGAINST AIDERS AND ABETTORS 


Section 11 of S. 1178 would add a new section to the 1933 act making it unlawful 
for persons to do indirectly acts which they are forbidden to do directly. In 
addition, the section makes it unlawful for any person to aid, abet, or induce 
another person to violate the act. 

The new section does not limit the application of the criminal aiding and 
abetting statute of the United States Judicial Code. Rather the amendment 
borrows the concept of aiding and abetting from the criminal law and seeks to 
insure that persons will be liable in civil administrative actions by the SEC, as 
well as in criminal actions. 

In the opinion of the industry, this provision should be limited under sections 
of the 1933 act which treat the problem in part. As an instance, the power could 
be inserted in section 20(b), discussed above, allowing the agency to seek an 
injunction against a person aiding and abetting a violator. Or again, it could 
be placed under section 15, which describes the liability of controlling persons, 
This section says the person who by stock ownership, agency, or otherwise, con- 
trols someone civilly liable under section 11 or 12 (the registration and seller 
sections previously studied) will be jointly liable with the person liable. 

But the SEC insists that placing it under section 15, for example, would be 
unnecessarily restrictive, since that only applies to selling violations. This 
power is sought in order to penalize abettors of all violations. Amendments of 
S. 1179 will assist the SEC in denying or revoking a dealer-broker’s registration 
in section 15(b) of the Securities Exchange Act of 1934 by showing under the 
new section that an abettor has willfully violated the Securities Act of 1933. 

In addition, the industry fears that private litigants, not only the SEC, may 
find in this section a vehicle by which to sue aiders and abettors. For the statute 
does not say who can sue—it merely says “it shall be unlawful” (to aid or abet), 
The courts have extended from the SEC to private plaintiffs a right of suit under 
a comparably general antifraud provision of the 1984 Securities Exchange Act 
(sec. 10(b) ). 

Suggestions of industry agreeable to SEC.—Make it clear that no civil liability 
is intended. 


[S. 1179, 86th Cong., ist sess.] 
A BILL To amend certain provisions of the Securities Exchange Act of 1934, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (3) of section 3(a) of the 
Securities Exchange Act of 1934, as amended, is amended to read as follows: 

“(3) The term ‘member’ when used with respect to an exchange means any 
firm, organization, corporation or other person permitted either to effect trans 
actions on the exchange without the services of another person acting as broker, 
or to make use of the facilities of an exchange for transactions thereon without 
payment of a commission or fee or with the payment of a commission or fee 
which is less than that charged the general public, and any general partner, 
officer, or director of any such firm, organization, corporation, or other person.” 

Sec. 2. Paragraph (16) of section 3(a) of the Securities Exchange Act of 1984, 
as amended, is amended by striking out “Alaska,” and “the Philippine Islands,”. 

Sec. 3. Subsection (e) of section 6 of the Securities Exchange Act of 1934, as 
amended, is amended by striking out “thirty” and substituting in lieu thereof 
“ninety”. 
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Sec. 4. The introductory paragraph of subsection (c) of section 7 of the Securi- 
ties Exchange Act of 1934, as amended, is amended to read as follows: 

“(e) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the 
medium of any such member, or any broker or dealer registered pursuant to 
section 15 of this title, directly or indirectly to extend or maintain credit or 
arrange for the extension or maintenance of credit to or for any customer—”. 

Sec. 5. The introductory paragraph of section 8 of the Securities Exchange 
Act of 1934, as amended, is amended to read as follows: 

“Sec. 8 It shall be unlawful for any member of a national securities ex- 
change, or any broker or dealer who transacts a business in securities through 
the medium of any such member, or any broker or dealer registered pursuant 
to section 15 of this title, directly or indirectly—’”’. 

Sec. 6. Subsection (b) of section 8 of the Securities Exchange Act of 19384, 
as amended, is amended to read as follows: 

“(b) to effect any transaction in, or to induce or attempt to induce the 
purchase or sale of, any security (other than an exempted security or com- 
mercial paper, bankers’ acceptance or commercial bills) in contravention of 
such rules and regulations as the Commission may prescribe as necessary 
or appropriate in the public interest or for the protection of investors to 
provide safeguards with respect to the financial responsibility of brokers 
and dealers.” 

Sec. 7. Subsection (d) of section 8 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(d) To borrow, lend or hold any securities received or carried for the account 
of any customer, or any securities substituted therefor, in contravention of such 
rules and regulations as the Commission may prescribe as necessary or appropri- 
ate in the public interest or for the protection of investors to provide safeguards 
with respect to securities carried for the accounts of customers.” 

Sec. 8. Clauses (B) and (C) of paragraph (1) of section 9(a) of the Securities 
Exchange Act of 1934, as amended, are amended by striking out the words “of 
substantially the same size’. 

Sec. 9. Paragraphs (2) and (6) of section 9(a) of the Securities Exchange 
Act of 1984, as amended, are amended by striking out “a series of’ and insert- 
ing in lieu thereof “one or more’”’. 

Sec. 10. Subsection (b) of section 10 of the Securities Exchange Act of 19384, 
as amended, is amended to read as follows: 

“(b) To use or employ, in connection with the purchase or sale of, or any at- 
tempt to purchase or sell, any security registered on a national securities ex- 
change or any security not so registered, any manipulative or deceptive device 
or contrivance in contravention of such rules and regulations as the Commis- 
sion may prescribe as necessary or appropriate in the public interest or for the 
protection of investors.” 

Sec. 11. Subsection (d) of section 11 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(d) It shall be unlawful for a member of a national securities exchange, or 
any broker or dealer who transacts a business in securities through the medium 
of a member, or any broker or dealer registered pursuant to section 15 of this 
title, to effect (1) any transaction in connection with which, directly or indirectly, 
he extends or maintains or arranges for the extension or maintenance of credit 
to or for a customer on any security (other than an exempted security) which 
was a part of a new issue in the distribution of which he participated as a 
member of a selling syndicate or group within thirty days prior to such trans- 
action: Provided, That credit shall not be deemed extended by reason of a 
bona fide delayed delivery of any such security against full payment of the entire 
purchase price thereof upon such delivery within thirty-five days after such 
purchase, or (2) any transaction with respect to any security (other than an 
exempted security) unless, if the transaction is with a customer, he discloses 
to such customer in writing at or before the completion of the transaction whether 
he is acting as a dealer for his own account, as a broker for such customer, or 
as a broker for some other person.” 

Sec. 12. Subsection (b) of section 14 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(b) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the medium 
of any such member, or any broker or dealer registered pursuant to section 15 





290 SEC LEGISLATION 


of this title, to give a proxy, consent, or authorization in respect of any security 
registered on a national securities exchange and carried for the account of a 
customer in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors.” 

Sec. 13. The fourth paragraph of section 15(b) of the Securities Exchange 
Act of 1934, as amended, is amended to read as follows: 

“The Commission shall, after appropriate notice and opportunity for hearing, 
by order deny registration to, or suspend for a period not exceeding twelve 
months or revoke the registration of, any broker or dealer if it finds that such 
denial, suspension or revocation is in the public interest and that (1) such broker 
or dealer whether prior or subsequent to becoming such, or (2) any partner, 
officer, director, or branch manager of such broker or dealer (or any person 
occupying a similar status or performing similar functions), or any person 
directly or indirectly controlling or controlled by such broker or dealer, whether 
prior or subsequent to becoming such, (A) has willfully made or caused to be 
made in any application for registration pursuant to this subsection or in 
any document supplemental thereto or in any proceeding before the Commission 
with respect to registration pursuant to this subsection any statement which 
was at the time and in the light of the circumstances under which it was made 
false or misleading with respect to any material fact; or (B) has been convicted 
within ten years preceding the filing of any such application or at any time 
thereafter of any felony or misdemeanor which the Commission finds (i) in- 
volves the purchase or sale of any security, or (ii) arises out of the conduct of 
the business of a broker or dealer or investment adviser, or (iii) involves em- 
bezzlement, fraudulent conversion, or misappropriation of funds, securities or 
other property, or (iv) involves a violation of section 1341, 1342, or 1343 of title 
18, United States Code, as heretofore or hereafter amended; or (C) is perma- 
nently or temporarily enjoined by order, judgment, or decree of any court of 
competent jurisdiction from engaging in or continuing any conduct or practice 
in connection with the purchase or sale of any security or arising out of the 
conduct of the business of a broker or dealer or investment adviser; or (D) 
has willfully violated any provision of the Securities Act of 1933 or the Invest- 
ment Advisers Act of 1940, or of this title, as any of such statutes heretofore 
have been or hereafter may be amended, or of any rule or regulation thereunder. 
Pending final determination whether any such registration shall be denied, the 
Commission may by order postpone the effective date of such registration for a 
period not to exceed ninety days, but if, after appropriate notice and opportunity 
for hearing, it shall appear to the Commission to be necessary or appropriate in 
the public interest or for the protection of investors to postpone the effective 
date of such registration until final determination, the Commission shall so order. 
Pending final determination whether any such registration shall be revoked, 
the Commission shall by order suspend such registration if, after appropriate 
notice and opportunity for hearing, such suspension shall appear to the Com- 
mission to be necessary or appropriate in the public interest or for the protection 
of investors. Any registered broker or dealer may, upon such terms and condi- 
tions as the Commission may deem necessary in the public interest or for the 
protection of investors, withdraw from registration by filing a written notice 
of withdrawal with the Commission. An application for registration may be 
withdrawn only with the consent of the Commission if the request to withdraw 
such application is received by the Commission after it has commenced a proceed- 
ing to deny registration. If the Commission finds that any registered broker 
or dealer, or any broker or dealer for whom an application for registration is 
pending, is no longer in existence or has ceased to do business as a broker or 
dealer, the Commission shall by order cancel the registration or application 
of such broker or dealer.” 

Sec. 14. Paragraph (3) of section 15(c) of the Securities Exchange Act of 
1934, as amended, is amended to read as follows: 

“(3) No broker or dealer shall make use of the mails or of any means OF 
instrumentaliity of interstate commerce to effect any transaction in, or to induce 
or attempt to induce the purchase or sale of, any security (other than an ex- 
empted security or commercial paper, bankers’ acceptances, or commercial 
bills) on a ‘when issued’ or ‘when distributed’ basis, otherwise than on a na- 
tional securities exchange, in contravention of such rules and regulations with 
respect to ‘when issued’ or ‘when distributed’ trading as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors.” 
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Sec. 15. Subsection (c) of section 15 of the Securities Exchange Act of 1934, 
as amended, is amended by adding the following new paragraph: 

“(4) If in its opinion the public interest and the protection of investors so 
requires, the Commission is authorized summarily to suspend trading, otherwise 
than on a national securities exchange, in any security (other than an exempted 
security) for one or more periods no one of which shall exceed ten days. No 
proker or dealer shall make use of the mails or of any means or instrumentality 
of interstate commerce to effect any transaction in, or to induce the purchase 
or sale of, any security in which trading is so suspended, otherwise than on a 
national security exchange.” 

Sec. 16. Subsection (b) (4) of section 15A of the Securities Exchange Act 
of 1934, as amended, is amended by adding the following after the semicolon 
at the end thereof: “in entering any such order, the Commission, association 
or exchange shall have jurisdiction to determine who was a cause thereof, after 
appropriate notice and opportunity for hearing ;”. 

Sec. 17. Section 15A of the Securities Exchange Act of 1934, as amended, is 
amended by adding the following new subsection at the end thereof: 

(o) If any registered securities association (whether national or affiliated) 
shall, pursuant to rules adopted under this section, take any action against 
any person associated with a member thereof, or prohibit any person from be- 
coming associated with a member thereof, such action shall be subject to re- 
‘riew by the Commission in the same manner and to the same extent as action 
against a member pursuant to subsections (g) and (h) of this section.” 

Sec. 18. Paragraph (1) of section 19(a) of the Securities Exchange Act of 
1934, as amended, is amended to read as follows: 

“(1) After appropriate notice and opportunity for hearing, by order to suspend 
for a period not exceeding twelve months or to withdraw the registtation of a 
national securities exchange if the Commission finds (A) that such exchange 
is not so organized as to be able to comply with the provisions of this title and 
the rules and regulations thereunder, or (B) that the rules of such exchange are 
not just and adequate to insure fair dealing and to protect investors, or (C) 
that such exchange has violated any provision of this title or of the rules and 
regulations thereunder or has failed to enforce, so far as is within its power, 
compliance therewith by a member or by an issuer of a security registered 
thereon.” 

Sec. 19. Paragraph (2) of subsection (a) of section 19 of the Securities Ex- 
change Act of 1984, as amended, is amended to read as follows: 

“(2) After appropriate notice and opportunity for hearing, by order to deny, 
to suspend the effective date, to suspend for a period not exceeding twelve 
months, or to withdraw, the registration of a security registered pursuant to any 
provision of this title if the Commission finds that the issuer of such security 
has failed to comply with any provision of this title or of any rule or regulation 
thereunder. If the public interest and the protection of investors so require, 
the Commission may by order temporarily suspend trading in any such security 
om any national securities exchange pending final determination of any pro- 
ceeding under this subsection; upon request of the issuer the Commission shall 
promptly hear and determine whether the public interest and the protection of 
investors require the continuation of such temporary suspension. No broker or 
dealer shall make use of the mails or of any means or instrumentality of inter- 
state commerce to effect any transaction in, or to induce the purchase or sale 
of, any security in which trading is temporarily so suspended, on a national 
securities exchange or otherwise.” 

Sec. 20. Paragraph (4) of subsection (a) of section 19 of the Securities 
Exchange Act of 1934, as amended, is amended to read as follows: 

“(4) And if in its opinion the public interest so requires, summarily to 
suspend trading on any national securities exchange in any security reg- 
istered pursuant to any provision of this title, for one or more periods no one 
of which shall exceed ten days, or with the approval of the President, sum- 
marily to suspend all trading on any national securities exchange for one or 
ore periods no one of which shall exceed ninety days. No broker or dealer 
Shall make use of the mails or of any means or instrumentality of interstate 
commerce to effect any transaction in, or to induce the purchase or sale of, any 
security, in which trading is so suspended pursuant to any provision of this 
clause (4), on a national securities exchange or otherwise.” 

Sec. 21. The caption of section 20 of the Securities Exchange Act of 1934, as 
amended, is amended to read as follows: 
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“LIABILITIES OF CONTROLLING AND ASSOCIATED PERSONS” 


Sec. 22. Subsection (b) of section 20 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(b) It shall be unlawful for any person indirectly, or through or by means 
of any other person, to do any act or thing which it would be unlawful for such 
person to do directly under the provisions of this title or any rule or regulation 
thereunder. It shall be unlawful for any person to aid, abet, counsel, command, 
induce, or procure the violation of any provision of this title or any rule or 
regulation thereunder by any other person. These provisions shall not consti- 
tute a limitation with respect to the applicability to this title of section 2 of 
title 18, United States Code.” 

Sec. 23. Subsection (a) of section 21 of the Securities Exchange Act of 1934, 
as amended, is amended by striking out “has violated or is about to violate” 
and inserting in lieu thereof “has violated, is violating, or is about to violate”, 

Sec. 24. Subsection (e) of section 21 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(e) Whenever it shall appear to the Commission that any person has en- 
gaged, is engaged, or is about to engage in any acts or practices which consti- 
tute or will constitute a violation of the provisions of this title, or of any rule 
or regulation thereunder, or that any person has failed to comply with the pro- 
visions of this title, any rule or regulation thereunder or any order of the 
Commission made in pursuance thereof or with any undertaking contained in 


a registration statement as provided in subsection (d) of section 15 of this title, ' 


it may in its discretion bring an action in the proper distirct court of the United 
States, or the proper United States court of any Territory or other place subject 
to the jurisdiction of the United States, to enjoin such acts or practices and to 
enforce compliance with this title or any rule, regulation, or order thereunder. 
Upon a proper showing that such person has engaged, is engaged, or is about to 
engage in any such act or practice, or that he has failed to comply with this 
title or any such rule, regulation, or order, a permanent or temporary injunction, 
restraining order, or other order, shall be granted without bond. The Commis- 
sion may transmit such evidence as may be available concerning such acts or 
practices to the Attorney General, who may, in his discretion, institute the neces- 
sary criminal proceeding under this title.” 

Sec. 25. Subsection (f) of section 21 of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: 

“(f) In any proceeding under subsection (e), the court, upon application of 
the Commission, may adjudge a broker or dealer a bankrupt if the court finds 
that the broker or dealer is unable to meet his debts as they mature. The court 
shall thereupon appoint a qualified trustee in bankruptcy, who may be a receiver 
theretofore appointed by the court in the proceedings under subsection (e). 
Thereafter the estate of such broker or dealer shall be administered as provided 
in the Bankruptcy Act, as now in effect or as it may hereafter be amended. For 
purposes of adjudging a broker or dealer a bankrupt under this subsection, the 
provisions of section 3 of the Bankruptcy Act shall not apply.” 

Sec. 26. Subsection (a) of section 25 of the Securities Exchange Act of 1934, 
as amended, is amended by striking out “sections 239 and 240 of the Judicial 
Code, as amended (U.S:C., title 28, secs. 346 and 347)” and inserting in lieu 
thereof “section 1254 of title 28, United States Code”. 

Sec. 27. Section 27 of the Securities Exchange Act of 1934, as amended, 
is amended by striking out “sections 128 and 240 of the Judicial Code, as 
amended (U.S.C., title 28, sees. 225 and 347)” and inserting in lieu thereof “sec- 
tions 1254, 1291, 1292, and 1293 of title 28, United States Code”. 

Sec. 28. Clause A of section 29(b) of the Securities Exchange Act of 1934, 
as amended, is amended to read as follows: “A” That no contract shall be void 
by reason of this subsection because of any violation of any rule or regulation 
prescribed pursuant to subsection (b) of section 8 or paragraph (2) of subsec- 
tion (c) of section 15 of this title, and”. 

Sec. 29. Subsection (c) of section 32 of the Securities Exchange Act of 1934, 
as amended, is amended by redesignating that subsection as (d) and amending 
it to read as follows: 

“(d) The provisions of this section shall not apply in the case of any viola- 
tion of any rule or regulation prescribed pursuant to subsection (b) of section 5 
of this title, except a violation which consists of making, or causing to be made, 
any statement in any report or document required to be filed under any such 
rule or regulation, which statement was at the time and in the light of the 
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circumstances under whieh it was made false or misleading with respect to any 
material fact.” 

Sec. 30. Section 32 of the Securities Exchange Act of 2934, as amended, is 
amended by adding the following new subsection : 

“(e) Any person who fails to file information, documents, or reports pur- 
suant to any provision of this title or any rule or regulation adopted by the 
Commission thereunder shall forfeit to the United States the sum of $100 for 
each and every day such failure to file shall continue beyond the time established 
therefor by this title or any rule or regulation adopted by the Commission there- 
under, or beyond such extension of time as may be granted by the Commission. 
Such forfeiture, which shall not be in lieu of any criminal penalty for such 
failure to file which might be deemed to arise under subsection (a) of this 
section, shall be recoverable in a civil suit brought by the Commission in its 
discretion on behalf of the United States.” 

Sec. 31. The Securities Exchange Act of 1934, as amended, is amended by 
adding the following new section: 


“LARCENY AND EMBEZZLEMENT 


“Sec. 35. Whoever steals, unlawfully and willfully converts to his own use 
or to the use of another, or embezzles any of the moneys, funds, or securities 
of, or entrusted to the custody or care of, any member of a national securities 
exchange, any broker or dealer who transacts a business in securities through 
the medium of any such member, or any broker or dealer registered pursuant 
to section 15 of this title, shall be deemed guilty of a crime, and upon conviction 
thereof shall be subject to the penalties provided in section 32 of this title.” 


SECURITIES AND EXCHANGE COMMISSION 


COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE SECURITIES EXCHANGE 
Act OF 1934, as AMENDED 


{Deletions in black brackets; additions in italics] 


Section 1 would amend paragraph (3) of section 3(a) of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(3) The term “member” when used with respect to an exchange means any 
firm, Organization, corporation or other person [who is] permitted either to 
effect transactions on the exchange without the services of another person 
acting as broker, or to make use of the facilities of an exchange for trans- 
actions thereon without payment of a commission or fee or with the payment of 
a commission or fee which is less than that charged the general public, and 
[includes] any [firm transacting a business as broker or dealer of which a 
member is a partner, and any partner of any such firm.] general partner, officer, 
or director of any such firm, organization, corporation, or other person.” 

Section 2 would amend paragraph (16) of section 3(a) of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(16) The term “State’’ means any State of the United States, the District 
of Columbia, [Alaska,] Hawaii, Puerto Rico, [the Philippine Islands,] the 
Canal Zone, the Virgin Islands, or any other possession of the United States.” 

Section 3 would amend subsection (e) of section 6 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(e) Within [thirty] ninety days after the filing of the application the Com- 
mission shall enter an order either granting or, after appropriate notice and 
opportunity for hearing, denying registration as a national securities exchange, 
unless the exchange applying for registration shall withdraw its application or 
consent to the Commission's deferring action on its application for a stated 
longer period after the date of filing. The filing with the Commission of an 
application for registration by an exchange shall be deemed to have taken 
place upon the receipt thereof. Amendments to an application may be made 
upon such terms as the Commission may prescribe. 

Section 4 would amend subsection (c) of section 7 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(e) It shall be unlawful for any member of a national securities exchange, 
or any broker or dealer who transacts a business in securities through the 
medium of any such member, or any broker or dealer registered pursuant to 
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section 15 of this title, directly or indirectly to extend or maintain credit or 
arrange for the extension or maintenance of credit to or for any customer—” 

Section 5 would amend the introductory paragraph of section 8 of the Se- 
curities Exchange Act of 1934, as amended, as follows: 

“Sec. & It shall be unlawful for any member of a national securities ex- 
change, or any broker or dealer who transacts a business in securities through 
the medium of any such member, or any broker or dealer registered pursuant to 
section 15 of this title, directly or indirectly 

Section 6 would amend subsection (b) of section 8 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(b) To effect any transaction in, or to induce or attempt to induce the 
purchase or sale of, any security (other than an erempted security or com- 
mercial paper, bankers’ acceptance or commercial bills) in contravention of 
such rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors to provide 
safeguards with respect to the financial responsibility of brokers and dealers. 
{To permit in the ordinary course of business as a broker his aggregate in- 
debtedness to all other persons, including customers’ credit balances (but ex- 
cluding indebtedness secured by exempted securities), to exceed such percentage 
of the net capital (exclusive of fixed assets and value of exchange membership) 
employed in the business but not exceeding in any case 2,000 per centum as the 
Commission may by rules and regulations prescribe as necessary or appropriate 
in the public interest or for the protection of investors.J” 

Section 7 would amend subsection (d) of section 8 of the Securities Exchange 
Act of 1984, as amended, as follows: 

“(d) To borrow, lend, or hold any securities received or [To lend or arrange 
for the lending of any securities] carried for the account of any customer 
{without the written consent of such customer.], or any securities substituted 
therefor, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors to provide safeguards with respect to securities carried for the ac- 
counts of customers.” 

Section 8 would amend clauses (B) and (C) of paragraph (1) of section 
9(a) of the Securities Exchange Act of 1934. as amended, as follows: 

“(1) For the purpose of creating a false or misleading appearance of active 
trading in any security registered on a national securities exchange, or a false 
or misleading appearance with respect to the market for any such security, (A) 
to effect any transaction in such security which involves no change in the bene- 
ficial ownership thereof, or (B) to enter an order or orders for the purchase of 
such security with the knowledge that an order or orders [of substantially the 
same size,] at substantially the same time, and at substantially the same price, 
for the sale of any such security, has been or will be entered by or for the 
same or different parties, or (C) to enter any order or orders for the sale of 
any such security with the knowledge that an order or orders [of substantially 
the same size,] at substantially the same time, and at substantially the same 
price, for the purchase of such security, has been or will be entered by or for 
the same or different parties.” 

Section 9 would amend paragraphs (2) and (6) of section 9(a) of the Se 
ecurities Exchange Act of 1934, as amended, as follows: 

“(2) To effect, alone or with one or more other persons, [a series of] one or 
more transactions in any security registered on a national securities exchange 
creating actual or apparent active trading in such security or raising or de 
pressing the price of such security, for the purpose of inducing the purchase or 
sale of such security by others. 

“(6) To effect either alone or with one or more other persons [any series of] 
one or more transactions for the purchase and/or sale of any security registered 
on a national securities exchange for the purpose of pegging, fixing, or stabilizing 
the price of such security in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest or 
for the protection of investors.” 

Section 10 would amend subsection (b) of section 10 of the Securities Ex- 
change Act of 1984, as amended, as follows: 

“(b) To use or employ, in connection with the purchase or sale of, or any 
attempt to purchase or sell, any security registered on a national securities 
exchange or any security not so registered, any manipulative or deceptive device 
or contrivance in contravention of such rules and regulations as the Commission 
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may prescribe as necessary or appropriate in the public interest or for the protec- 
tion of investors.” 

Section 11 would amend subsection (d) of section 11 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(d) It shall be unlawful for a member of a national securities exchange, 
[who is both a dealer and a broker, or for any person who both as a broker and 
a dealer transacts a business in securities through the medium of a number or 
otherwise.] or any broker or dealer who transacts a business in securities 
through the medium of a member, or any broker or dealer registered pursuant to 
section 15 of this title, to effect [through the use of any facility of a national 
securities exchange or of the mails or of any means or instrumentality of inter- 
state commerce, or otherwise in the case of a member,] (1) any transaction in 
connection with which, directly or indirectly, he extends or maintains or arranges 
for the extension or maintenance of credit to or for a customer on any security 
(other than an exempted security) which was a part of a new issue in the 
distribution of which he participated as a member of a selling syndicate or group 
within thirty days prior to such transaction: Provided, That credit shall not be 
deemed extended by reason of a bona fide delayed delivery of any such security 
against full payment of the entire purchase price thereof upon such delivery 
within thirty-five days after such purchase, or (2) any transaction with respect to 
any security (other than an exempted security) unless, if the transaction is with a 
customer, he discloses to such customer in writing at or before the completion of 
the transaction whether he is acting as a dealer for his own account, as a broker 
for such customer, or as a broker for some other person.” 

Section 12 would amend subsection (b) of section 14 of the Securities Ex- 
change Act of 1984, as amended, as follows: 

“(b) It shall be unlawful for any member of a national securities exchange, or 
any broker or dealer who transacts a business in securities through the medium 
of any such member, or any broker or dealer registered pursuant to section 15 of 
this title, to give a proxy, consent, or authorization in respect of any security 
registered on a national securities exchange and carried for the account of a 
customer in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors.” 

Section 18 would amend the fourth paragraph of section 15(b) of the Securities 
Exchange Act of 1934, as amended, as follows: 

“The Commission shall, after appropriate notice and opportunity for hearing, 
by order deny registration to, [or revoke the registration of any broker or dealer 
if it finds that such denial or revocation by order deny registration to,] or 
suspend for a period not exceeding twelve months or revoke the registration of, 
any broker or dealer if it finds that such denial, suspension, or revocation is in 
the public interest and that (1) such broker or dealer whether prior or subse- 
quent to becoming such, or (2) any partner, officer, director, or branch manager 
of such broker or dealer (or any person occupying a similar status or perform- 
ing similar functions), or any person directly or indirectly controlling or con- 
trolled by such broker or dealer, whether prior or subsequent to becoming such, 
(A) has willfully made or caused to be made in any application for registration 
pursuant to this subsection or in any document supplemental thereto or in any 
proceeding before the Commission with respect to registration pursuant to this 
subsection any statement which was at the time and in the light of the circum- 
sances under which it was made false or misleading with respect to any ma- 
terial fact: or (B) has been convicted within ten years preceding the filing of 
any such application or at any time thereafter of any felony or misdemeanor 
Linvolving the purchase or sale of any security or arising out of the conduct 
of the business of a broker or dealer ;] which the Commission finds (i) involves 
the purchase or sale of any security, or (ii) arises out of the conduct of the 
business of a broker or dealer or investment adviser, or (iii) involves em- 
hezzlement, fraudulent conversion, or misappropriation of funds, securities or 
other property, or (iv) involves a violation of sections 1341, 1342, or 1343 of 
title 18, United States Code, as heretofore or hereafter amended; or (C) is per- 
manently or temporarily enjoined by order, judgment, or decree of any court 
of competent jurisdiction from engaging in or continuing any conduct or prac- 
tice in connection with the purchase or sale of any security or arising out of the 
conduct of the business of a broker or dealer or investment adviser; or (D) 
has willfully violated any provision of the Securities Act of 1933 [, as amended] 
or the Investment Advisers Act of 1940, or of this title, as any of such statutes 
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heretofore have been or hereafter may be amended, or of any rule or regulation 
thereunder. Pending final determination whether any such registration shall 
be denied, the Commission may by order postpone the effective date of such 
registration for a period not to exceed [fifteen] ninety days, but if, after appro- 
priate notice and opportunity for hearing, it shall appear to the Commission to 
be necessary or appropriate in the public interest or for the protection of in- 
vestors to postpone the effective date of such registration until final determina- 
tion, the Commission shall so order. Pending final determination whether any 
such registration shall be revoked, the Commission shall by order suspend such 
registration if, after appropriate notice and opportunity for hearing, such sus- 
pension shall appear to the Commission to be necessary or appropriate in the 
public interest or for the protection of investors. Any registered broker or 
dealer may, upon such terms and conditions as the Commission may deem 
necessary in the public interest or for the protection of investors, withdraw 
from registration by filing a written notice of withdrawal with the Commission. 
An application for registration may be withdrawn only with the consent of the 
Commission if the request to withdraw such application is received by the 
Commission after it has commenced a proceeding to deny registration. If the 
Commission finds that any registered broker or dealer, or any broker or dealer 
for whom an application for registration is pending, is no longer in existence or 
has ceased to do business as a broker or dealer, the Commission shall by order 
cancel the registration or application of such broker or dealer.” 

Section 14 would amend paragraph (3) of section 15(c¢) of the Securities 
Exchange Act of 1934, as amended, as follows: 

“(3) [[No broker or dealer shall make use of the mails or of any means or 
instrumentality of interstate commerce to effect any transaction in, or to induce 
or attempt to induce the purchase or sale of, any security (other than an 
exempted security or commercial paper, bankers’ acceptances, or commercial 
bills) otherwise than on a national securities exchange, in contravention of such 
rules and regulations as the Commission may prescribe as necessary or appro- 
priate in the public interest or for the protection of investors to provide safe- 
guards with respect to the financial responsibility of brokers and dealers.] 
No broker or dealer shall make use of the mails or of any means or instrumen- 
tality of interstate commerce to effect any transaction in, or to induce or attempt 
to induce the purchase or sale of, any security (other than an erempted security 
or commercial paper, bankers’ acceptances, or commercial bills) on a ‘when 
issued’ or ‘when distributed’ basis, otheririse than on a national securities 
erchange, in contravention of such rules and regulations with respect to ‘hen 
issued’ or ‘when distributed’ trading as the Commission may prescribe as neces- 
sary or appropriate in the public interest or for the protection of investors.” 

Section 15 would amend subsection (c) of section 15 of the Securities Exchange 
Act of 1934, as amended, by adding a new paragraph (4) as follows: 

“(4) If in its opinion the public interest and the protection of investors s8o 
requires, the Commission is authorized summarily to suspend trading, otherivise 
than on a national securities exchange, in any security (other than an exrempted 
security) for one or more periods no one of which shall exceed ten days. No 
broker or dealer shall make use of the mails or of any means or instrumentality 
of interstate commerce to effect any transaction in, or to induce the purchase or 
sale of, any security in which trading is so suspended, otherwise than on a 
national securities erchange.” 

Section 16 would amend subsection (b)(4) of section 15A of the Securities 
Exchange Act of 1934, as amended, as follows by adding after the semicolon at 
the end thereof : 

“(4) the rules of the association provide that, except with the approval or at 
the direction of the Commission in cases in which the Commission finds it appro- 
priate in the public interest so to approve or direct, no broker or dealer shall be 
admitted to or continued in membership in such association, if (1) such broker 
or dealer, whether prior or subsequent to becoming such, or (2) any partner, 
officer, director, or branch manager of such broker or dealer (or any person 
occupying a similar status or performing similar functions), or any person 
directly or indirectly controlling or controlled by such broker or dealer, whether 
prior or subsequent to becoming such, (A) has been and is suspended or expelled 
from a registered securities association (whether national or affiliated) or from 
a national securities exchange, for violation of any rule of such association or 
exchange which prohibits any act or transaction constituting conduct inconsistent 
with just and equitable principles of trade, or requires any act the omission of 
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which constitutes conduct inconsistent with just and equitable principles of 
trade or (B) is subject to an order of the Commission denying or revoking his 
registration pursuant to section 15 of this title, or expelling or suspending him 
from membership in a registered securities association or a national securities 
exchange, or (C) by his conduct while employed by, acting for, or directly or 
indirectly controlling or controlled by, a broker or dealer, was a cause of any 
suspension, expulsion, or order of the character described in clause (A) or (B) 
which is in effect with respect to such broker or dealer; in entering any such 
order, the Commission, association or exchange shall have jurisdiction to deter- 
mine who was a cause thereof, after appropriate notice and opportunity for 
hearing ;” 

Section 17 would amend section 15A of the Securities Exchange Act of 1934, as 
amended, by adding a new subsection to be designated as subsection (0), as 
follows: 

“(c) If any registered securities association (whether national or affiliated) 
shall, pursuant to rules adopted under this section, take any action against any 
person associated with a member thereof or prohibit any person from becoming 
associated with a member thereof, such action shall be subject to review by the 
Commission in the same manner and to the same extent as action against a 
member pursuant to subsections (g) and (h) of this section.” 

Section 18 would amend paragraph (1) of section 19(a) of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(a) The Commission is authorized, if in its opinion such action is necessary 
or appropriate for the protection of investors— 

“(1) After appropriate notice and opportunity for hearing, by order to suspend 
for a period not exceeding twelve months or to withdraw the registration of a 
national securities exchange if the Commission finds (4) that such erchange 
is not so organized as to be able to comply with the provisons of this title and 
the rules and regulations thereunder, or (B) that the rules of such exchange are 
not just and adequate to insure fair dealing and to protect investors, or (C) that 
such exchange has violated any provision of this title or of the rules and regu- 
lations thereunder or has failed to enforce, so far as is within its power, compli- 
ance therewith by a member or by an issuer of a security registered thereon.” 

Section 19 would amend subsection (a) (2) of section 19 of the Securities Ex- 
change Act of 1984, as amended, to read as follows: 

“(2) After appropriate notice and opportunity for hearing, by order to deny, 
to suspend the effective date, [of] to suspend for a period not exceeding twelve 
months, or to withdraw, the registration of a security [if the Commission finds 
that the issuer of such security has failed to comply with any provision of 
this title or the rules and regulations thereunder] registered pursuant to any 
provision of this title if the Commission finds that the issuer of such security 
has failed to comply with any provision of this title or of any rule or regula- 
tion thereunder. If the public interest and the protection of investors so re- 
quires, the Commission may by order temporarily suspend trading in any such 
security on any national securities exchange pending final determination of any 
proceeding under this subsecton;: upon request of the issuer the Commission 
shall promptly hear and determine whether the public interest and the protec- 
tion of investors require the continuation of such temporary suspension. No 
broker or dealer shall make use of the mails or any means or instrumentality of 
interstate commerce to effect any transaction in, or to induce the purchase or 
sale of, any security in which trading is temporarily so suspended, on a national 
securities exchange or otherwise.” 

Section 20 would amend paragraph (4) of section 19(a) of the Securities 
Exchange Act of 1934, as amended, to read as follows: 

“(4) And if in its opinion the public interest so requires, summarily to sus- 
pend trading [in any registered security] on any national securities exchange 
[for a period not exceeding ten days] in any registered security pursuant to 
any provision of this title for one or more periods no one of which shall exceed 
te n days, or with the approval of the President, summarily to suspend all trad- 
ing on any national securities exchange [for a period not exceeding ninety days] 
for one or more periods no one of which shall exceed ninety days. No broker or 
dealer shall make use of the mails or of any means or instrumentality of inter- 
state commerce to effect any transaction in, or to induce the purchase or sale of, 
any security, in which trading is so suspended pursuant to any provision of this 
clause (4), on a national securities exchange or otherwise.” 
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Section 21 would amend the caption of section 20 of the Securities Exchange 
Act of 1934, as amended, to read as follows : 


“1 TARILITIES OF CONTROLLING AND ASSOCIATED PERSONS” 


Section 22 would amend subsection (b) of section 20 of the Securities Ex- 
change Act of 1984, as amended, as follows: 

“(b) {it shall be unlawful for any person, directly or indirectly, to do any 
act or thing which it would be unlawful for such person to do under the pro- 
visions of this title or any rule or regulation thereunder through or by means of 
any other person] /t shall be unlawful for any person indirectly, or through or 
by means of any other person, to do any act or thing which it would be unlawful 
for such person to do directly under the provisions of this title or any rule or 
regulation thereunder. It shall be unlawful for any person to aid, abet, counsel, 
command, induce or procure the violation of any provision of this title or any 
rule or regulation. thereunder by any other person. These provisions shall not 
constitute a limitation with respect to the applicability to this title of section 2 
of title 18, United States Code.” 

Section 23 would amend subsection (a) of section 21 of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(a) The Commission may, in its discretion, make such investigations as it 
deems necessary to determine whether any person [has violated or is about to 
violate] has violated, is violating or is about to violate any provision of this 
title or any rule or regulation thereunder, and may require or permit any person 
to file with it a statement in writing, under oath or otherwise as the Commis- 
sion shall determine, as to all the facts and circumstances concerning the mat- 
ter to be investigated. The Commission is authorized, in its discretion, to pub- 
lish information concerning any such violations, and to investigate any facts, 
conditions, practices, or matters which it may deem necessary or proper to aid in 
the enforcement of the provisions of this title, in the prescribing of rules and 
regulations thereunder, or in securing information to serve as a basis for recom- 
mending further legislation concerning the matters to which this title relates.” 

Section 24 would amend subsection (e) of section 21 of the Securities Ex- 
change Act of 1934, as amended, as follows : 

“(e) Whenever it shall appear to the Commission that any person has en- 
gaged, is engaged or is about to engage in any acts or practices which constitute 
or will constitute a violation of the provisions of this title, or of any rule or 
regulation thereunder, or that any person has failed to comply with the provi- 
sions Of this title, any rule or regulation thereunder or any order of the Com- 
mission made in pursuance thereof or with any undertaking contained in a 
registration statement as provided in subsection (dad) of section 15 of this title, 
it may in its discretion bring an action in the proper district court of the United 
States, [the Supreme Court of the District of Columbia,] or the proper United 
States court[s] of any Territory or other place subject to the jurisdiction of the 
United States, to enjoin such acts or practices and to enforce compliance with 
this title or any rule, regulation or order thereunder. [, and] Upon a proper 
showing that such person has engaged, is cngaged, or is about to engage in any 
such act or practice, or that he has failed to comply with this title or any such 
rule, regulation or order, a permanent or temporary injunction, [or] restrain- 
ing order, or other order, shall be granted without bond. The Commission may 
transmit such evidence as may be available concerning such acts or practices to 
the Attorney General, who may, in his discretion, institute the necessary crimi 
nal proceedings under this title.” 

Section 25 would amend subsection (f) of section 21 of the Securities Ex- 
change Act of 1934, as amended, as follows: 

“(f) [Upon application of the Commission the district courts of the United 
States, the Supreme Court of the District of Columbia, and the United States 
courts of any Territory or other place subject to the jurisdiction of the United 
States, shall also have jurisdiction to issue writs of mandamus commanding 
any person to comply with the provisions of this title or any order of the Com- 
mission made in pursuance thereof or with any undertaking contained in a 
registration statement as provided in subsection (d) of section 15 of this title] 
In any proceeding under subsection (e), the court, upon application of th 
Commission, may adjudge a broker or dealer a bankrupt if the court finds that 
the broker or dealer is unable to meet his debts as they mature. The court 
shall thereupon appoint a qualified trustee in bankruptcy, who may be a re 
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eciver theretofore appointed by the court in the proceedings under subsection 
ic). Thereafter the estate of such broker or dealer shall be administered as 
provided in the Bankruptcy Act, as now in effect or as it may hereafter be 
amended. For purposes of adjudging a broker or dealer a bankrupt under this 
subsection, the provisions of section 3 of the Bankruptcy Act shall not apply.” 

Section 26 would amend the last sentence of subsection (a) of section 25 of 
the Securities Exchange Act of 1934, as amended, as follows: “The judgment 
and decree of the court, affirming, modifying, and enforcing or setting aside, 
in whole or in part, any such order of the Commission, shall be final, subject to 
review by the Supreme Court of the United States upon certiorari or certifica- 
tion as provided in [sections 239 and 240 of the Judicial Code, as amended (28 
U.S.C. 846, 347] section 1254 of title 28, United States Code.” 

Section 27 would amend the fourth sentence of section 27 of the Securities 
Exchange Act of 1934, as amended, as follows: “Judgments and decrees so 
rendered shall be subject to review as provided in [sections 128 and 240 of the 
Judicial Code, as amended (28 U.S.C. 225, 347)] sections 1254, 1291, 1292, and 
1293, of title 28, United States Code.” 

Section 28 would amend clause (A) of section 29(b) of the Securities Ex- 
change Act of 1984, as amended, as follows: 

“(A) that no contract shall be void by reason of this subsection because of 
any violation of any rule or regulation prescribed pursuant to subsection (b) of 
section 8 or paragraph (2) [or (3)] of subsection (c) of section 15 of this title, 
and”. 

Section 29: Subsection (c) of section 32 of the Securities Exchange Act of 
1934, as amended, is amended by redesignating that subsection as subsection 
(d) and making it read as follows: 

“(d) The provisions of this section shall not apply in the case of any violation 
of any rule or regulation prescribed pursuant [to paragraph (3) of subsection 
(c) of section 15] to subsection (b) of section 8 of this title, except a violation 
which consists of making, or causing to be made, any statement in any report 
or document required to be filed under any such rule or regulation, which state- 
ment was at the time and in the light of the circumstances under which it was 
made false or misleading with respect to any material fact.” 

Section 30 amends the Securities Exchange Act of 1984, as amended, by adding 
the following new subsection (c) to section 32 to read as follows: 

(c) Any person who fails to file information, documents, or reports pursuant 
to any provision of this title or any rule or regulation adopted by the Commission 
thereunder shall forfeit to the United States the sum of $100 for each and every 
day such failure to file shall continue beyond the time established therefor by 
this title or any rule or regulation adopted by the Commission thereunder, or 
beyond such extension of time as may be granted by the Commission. Such 
forfeiture, which shall not be in lieu of any criminal penalty for such failure to 
file which might be deemed to arise under subsection (a) of this section, shall 
be recoverable in a civil suit brought by the Commission in its discretion on be- 
half of the United States.” 

Section 31 would amend the Securities Exchange Act of 1934, as amended, by 
adding a new section to be designated as section 35, as follows: 


“LARCENY AND EMBEZZLEMENT 


“See. 35. Whoever steals, unlawfully and willfully converts to his own use 
or to the use of another, or embezzles any of the moneys, funds or securities 
of, or entrusted to the custody or care of, any member of a national securities 
erchange, any broker or dealer who transacts a business in securities through 
the medium of any such member, or any broker or dealer registered pursuant to 
section 15 of this title, shall be deemed guilty of a crime, and upon conviction 
thereof shall be subject to the penalties provided in section 82 of this title.” 


42560 O—59——_20 





SECURITIES EXCHANGE ACT OF 1934 


AS AMENDED TO AUGUST 10, 1954 


{Pustic—No. 291—73p Conoaress] 
(H. R. 9323) 
AN ACT 


To provide for the regulation of securities exchanges and of over-the-counter markets operating in interstate and 
foreign commerce and through the mails, to prevent inequitable and unfair practices on such exchanges and markets, 


and for other purposes 


Be it enacted by the Senate and House of Representatives of the United States of America in 


Congress assembled, 


TITLE I—REGULATION OF SECURITIES EXCHANGES 


Short Title 


Section 1. This act may be cited as the “Secu 
rities Exchange Act of 1934.” 


Necessity for Regulation as Provided in This 
Title 


Section 2. For the reasons hereinafter enu 
merated, transactions in securities as commonly 
conducted upon securities exchanges and over- 
the-counter markets are affected with a national 
public interest which makes it necessary to pro- 
vide for regulation and control of such transac- 
tions and of practices and matters related thereto, 
including transactions by officers, directors, and 
principal security holders, to require appropriate 
reports, and to impose requirements necessary to 
make such regulation and control reasonably com- 
plete and effective, in order to protect interstate 
commerce, the national credit, the Federal taxing 
power, to protect and make more effective the na- 
tional banking system and Federal Reserve Sys- 
tem, and to insure the maintenance of fair and 
honest markets in such transactions: 

‘tions (a) are carried on in 
large volume by the public generally and in large 


(1) Such trans 





part originate outside the States in which the ex- 
changes and over-the-counter markets are located 
and/or are effected by means of the mails and in- 
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strumentalities of interstate commerce; (b) con- 
stitute an important part of the current of inter- 
state commerce; (c) involve in large part the se- 
curities of issuers engaged in interstate commerce; 
(d) involve the use of credit, directly affect the 
financing of trade, industry, and transportation 
in interstate commerce, and directly affect and 
influence the volume of interstate commerce; and 
affect the national credit. 

(2) The prices established and offered in such 
transactions are generally disseminated and 
quoted throughout the United States and foreign 
countries and constitute a basis for determining 
and establishing the prices at which securities are 
bought and sold, the amount of certain taxes ow- 
ing to the United States and to the several States 
by owners, buyers, and sellers of securities, and 
the value of collateral for bank loans 

(3) Frequently the prices of securities on such 
exchanges and markets are susceptible to manipu- 
lation and control, and the dissemination of such 
prices gives rise to excessive speculation, result- 
ing in sudden and unreasonable fluctuations in the 
prices of securities which (a) cause alternately 
unreasonable expansion and unreasonable con- 
traction of the volume of credit available for trade, 
transportation, and industry in interstate com- 
merce, (b) hinder the proper appraisal of the 
value of securities and thus prevent a fair calcu- 
lation of taxes owing to the United States and to 
the several States by owners, buyers, and sellers 
of securities, and (c) prevent the fair valuation 
of collateral for bank loans and/or obstruct the 
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effective operation of the national banking system 
and Federal Reserve System. 

(4) National emergencies, which produce wide- 
spread unemployment and the dislocation of trade, 
transportation, and industry, and which burden 
interstate commerce and adversely affect the gen- 
eral welfare, are precipitated, intensified, and pro- 
Jonged by manipulation and sudden and unrea 
sonable fluctuations of security prices and by ex 
cessive speculation on such exchanges and markets, 
and to meet such emergencies the Federal Govern- 
ment is put to such great expense as to burden the 
national credit. 


Definitions and Application of Title 


Secrion 3. (a) When used in this title, unless 
the context otherwise requires— 

(1) The term “exchange” means any organiza- 
tion, association, or group of persons, whether in- 
corporated or unincorporated, which constitutes, 
maintains, or provides a market place or facilities 
for bringing together purchasers and sellers of 
securities or for otherwise performing with re- 
spect to securities the functions commonly per- 
formed by a stock exchange as that term is gen- 
erally understood, and includes the market place 
and the market facilities maintained by such 
exchange. 

(2) The term “facility” when used with respect 
to an exchange includes its premises, tangible or 
intangible property whether on the premises or 
not, any right to the use of such premises or prop- 
erty or any service thereof for the purpose of 
effecting or reporting a transaction on an exchange 
(including, among other things, any system of 
communication to or from the exchange, by ticker 
or otherwise, maintained by or with the consent 
of the exchange), and any right of the exchange 
to the use of any property or service. 

(3) The term “member” when used with respect 
toan exchange means any person who is permitted 
either to effect transactions on the exchange with- 
out the services of another person acting as broker, 
or to make use of the facilities of an exchange for 
transactions thereon without payment of a com- 
mission or fee or with the payment of a commis- 
sion or fee which is less than that charged the 
general public, and includes any firm transacting 
a business as broker or dealer of which a member 
is a partner, and any partner of any such firm. 


(4) The term “broker” means any person en- 
gaged in the business of effecting transactions in 
securities for the account of others, but does not 
include a bank. 

(5) The term “dealer” means any person en- 
gaged in the business of buying and selling securi- 
ties for his own account, through a broker or 
otherwise, but does not include a bank, or any 
person insofar as he buys or sells securities for his 
own account, either individually or in some fiduci- 
ary capacity, but not as a part of a regular busi- 
ness. 

(6) The term “bank” means (A) a banking in- 
stitution organized under the laws of the United 
States, (B) a member bank of the Federal Reserve 
System, (C) any other banking institution, 
whether incorporated or not, doing business under 
the laws of any State or of the United States, 
a substantial portion of the business of which 
consists of receiving deposits or exercising fiduci- 
ary powers similar to those permitted to national 
banks under section 11 (k) of the Federal Reserve 
Act, as amended, and which is supervised and 
examined by State or Federal authority having 
supervision over banks, and which is not operated 
for the purpose of evading the provisions of this 
title, and (D) a receiver, conservator, or other 
liquidating agent of any institution or firm in- 
cluded in clauses (A), (B), or (C) of this para- 
graph. 

(7) The term “director” means any director of 
a corporation or any person performing similar 
functions with respect to any organization, wheth- 
er incorporated or unincorporated. 

(8) The term “issuer” means any person who 
issues or proposes to issue any security; except 
that with respect to certificates of deposit for 
securities, voting-trust certificates, or collateral- 
trust certificates, or with respect to certificates of 
interest or shares in an unincorporated investment 
trust not having a board of directors or of the 
fixed, restricted management, or unit type, the 
term “issuer” means the person or persons per- 
forming the acts and assuming the duties of de- 
positor or manager pursuant to the provisions 
of the trust or other agreement or instrument un- 
der which such securities are issued; and except 
that with respect to equipment-trust certificates 
or like securities, the term “issuer” means the per- 
son by whom the equipment or property is, or is to 
be, used. 
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(9) The term “person” means an individual, a 
corporation, a partnership, an association, a joint- 
stock company, a business trust, or an unincorpo- 
rated organization. 

(10) The term “security” means any note, stock, 
treasury stock, bond, debenture, certificate of in- 
terest or participation in any profit-sharing agree- 
ment or in any oil, gas, or other mineral royalty 
or lease, any collateral-trust certificate, preorgani- 
zation certificate or subscription, transferable 
share, investment contract, voting-trust certificate, 
certificate of deposit, for a security, or in general, 
any instrument commonly known as a “security”; 
or any certificate of interest or participation in, 
temporary or interim certificate for, receipt for, 
or warrant or right to subscribe to or purchase, any 
of the foregoing; but shall not include currency 
or any note, draft, bill of exchange, or banker’s 
acceptance which has a maturity at the time of 
issuance of not exceeding nine months, exclusive 
of days of grace, or any renewal thereof the ma- 
turity of which is likewise limited. 

(11) The term “equity security” means any 
stock or similar security; or any security con- 
vertible, with or without consideration, into such 
a security; or carrying any warrant or right to 
subscribe to or purchase such a security; or any 
such warrant or right; or any other security which 
the Commission shall deem to be of similar nature 
and consider necessary or appropriate, by such 
rules and regulations as it may prescribe in the 
public interest or for the protection of investors, 
to treat as an equity security. 

(12) The term “exempted security” or “ex- 
empted securities” shall include securities which 
are direct obligations of or obligations guaran- 
teed as to principal or interest by the United 
States; such securities issued or guaranteed by 
corporations in which the United States has a di- 
rect or indirect interest as shall be designated for 
exemption by the Secretary of the Treasury as 
necessary or appropriate in the public interest or 
for the protection of investors; securities which 
are direct obligations of or obligations guaranteed 
as to principal or interest by a State or any politi- 
cal subdivision thereof or any agency or instru- 
mentality of,a State or any political subdivision 
thereof or any municipal corporate instrumen- 
tality of one or more States; and such other se- 
curities (which may include, among others, 


unregistered securities, the market in which is 
predominantly intrastate) as the Commission may, 
by such rules and regulations as it deems neces- 
sary or appropriate in the public interest or for 
the protection of investors, either unconditionally 
or upon specified terms and conditions or for 
stated periods, exempt from the operation of any 
one or more provisions of this title which by their 
terms do not apply to an “exempted security” or 
to “exempted securities.” 

(13) The terms “buy” and “purchase” each in- 
clude any contract to buy, purchase, or otherwise 
acquire. 

(14) The terms “sale” and “sell” each include 
any contract to sell or otherwise dispose of. 

(15) The term “Commission” means the Se- 
curities and Exchange Commission established by 
section 4 of this title. 

(16) The term “State” means any State of the 
United States, the District of Columbia, Alaska, 
Hawaii, Puerto Rico, the Philippine Islands, the 
Canal Zone, the Virgin Islands, or any other pos- 
session of the United States. 

(17) The term “interstate commerce” means 
trade, commerce, transportation, or communica- 
tion among the several States, or between any 
foreign country and any State, or between any 
State and any place or ship outside thereof. 

(b) The Commission and the Federal Reserve 
Board, as to matters within their respective juris- 
dictions, shall have power by rules and regulations 
to define technical, trade, and accounting terms 
used in this title insofar as such definitions are 
not inconsistent with the provisions of this title. 

(c) No provision of this title shall apply to, or 
be deemed to include, any executive department or 
independent establishment of the United States, 
or any lending agency which is wholly owned, di- 
rectly or indirectly, by the United States, or any 
officer, agent, or employee of any such department, 
establishment, or agency, acting in the course of 
his official duty as such, unless such provision 
makes specific reference to such department, estab- 
lishment, or agency. 


Securities and Exchange Commission 


Section 4. (a) There is hereby established a Se- 
curities and Exchange Commission (hereinafter 
referred to as the “Commission”) to be composed 
of five commissioners to be appointed by the Presi- 
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dent by and with the advice and consent of the 
Senate. Not more than three of such commis- 
sioners shall be members of the same political 
party, and in making appointments members of 
different political parties shall be appointed alter- 
nately as nearly as may be practicable. No com- 
missioner shall engage in any other business, 
vocation, or employment than that of serving as 
commissioner, nor shall any commissioner par- 
ticipate, directly or indirectly, in any stock-market 
operations or transactions of a character subject to 
regulation by the Commission pursuant to this 
title. Each commissioner shall receive a salary at 
the rate of $10,000 a year* and shall hold office for 
a term of five years, except that (1) any com- 
missioner appointed to fill a vacancy occurring 
prior to the expiration of the term from which his 
predecessor was appointed, shall be appointed for 
the remainder of such term, and (2) the terms of 
office of the commissioners first taking office after 
the date of enactment of this title shall expire, as 
designated by the President at the time of nomina- 
tion, one at the end of one year, one at the end of 
two years, one at the end of three years, one at the 
end of four years, and one at the end of five years, 
after the date of enactment of this title. 

(b) The Commission is authorized to appoint 
and fix the compensation of such officers, attorneys, 
examiners, and other experts as may be necessary 
for carrying out its functions under this Act, with- 
out regard to the provisions of other laws ap- 
plicable to the employment and compensation of 
officers and employees of the United States, and 
the Commission may, subject to the civil-service 
laws, appoint such other officers and employees as 
are necessary in the execution of its functions and 
fix their salaries in accordance with the Classifica- 
tion Act of 1923, as amended. 


Transactions on Unregistered Exchanges 


Secrion 5. It shall be unlawful for any broker, 
dealer, or exchange, directly or indirectly, to make 
use of the mails or any means or instrumentality 
of interstate commerce for the purpose of using 
any facility of an exchange within or subject to 
the jurisdiction of the United States to effect any 
transaction in a security, or to report any such 





*By Federal Executive Pay Act of 1956, Public Law 854, 84th 
Cong., 70 Stat. 736; Sec. 105 (17) and 106 (a) (45),5 U0. 8.C. A. 
2204 (17) and 2205 (a) (45), Commissioners receive $20,000 
& year and the Chairman receives $20,500. 
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transaction, unless such exchange (1) is registered 
as a national securities exchange under section 6 
of this title, or (2) is exempted from such registra- 
tion upon application by the exchange because, in 
the opinion of the Commission, by reason of the 
limited volume of transactions effected on such ex- 
change, it is not practicable and not necessary or 
appropriate in the public interest or for the pro- 
tection of investors to require such registration. 


Registration of National Securities Exchanges 


Section 6. (a) Any exchange may be registered 
with the Commission as a national securities ex- 
change under the terms and conditions herein- 
after provided in this section, by filing a registra- 
tion statement in such form as the Commission 
may prescribe, containing the agreements, setting 
forth the information, and accompanied by the 
documents, below specified : 

(1) An agreement (which shall not be con- 
strued as a waiver of any constitutional right or 
any right to contest the validity of any rule or 
regulation) to comply, and to enforce so far as is 
within its powers compliance by its members, with 
the provisions of this title, and any amendment 
thereto and any rule or regulation made or to be 
made thereunder ; 

(2) Such data as to its organization, rules of 
procedure, and membership, and such other in- 
formation as the Commission may by rules and 
regulations require as being necessary or appro- 
priate in the public interest or for the protection 
of investors; 

(3) Copies of its constitution, articles of incor- 
poration with all amendments thereto, and of its 
existing bylaws or rules or instruments cor- 
responding thereto, whatever the name, which 
are hereinafter collectively referred to as the 
“rules of the exchange”; and 

(4) An agreement to furnish to the Commis- 
sion copies of any amendments to the rules of the 
exchange forthwith upon their adoption. 

(b) No registration shall be granted or remain 
in force unless the rules of the exchange include 
provision for the expulsion, suspension, or dis- 
ciplining of a member for conduct or proceeding 
inconsistent with just and equitable principles of 
trade, and declare that the willful violation of any 
provisions of this title or any rule or regulation 
thereunder shall be considered conduct or pro- 
ceeding inconsistent with just and equitable prin- 
ciples of trade. 
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(c) Nothing in this title shall be construed to 
prevent any exchange from adopting and enforc- 
ing any rule not inconsistent with this title and 
the rules and regulations thereunder and the ap- 
plicable laws of the State in which it is located. 

(d) If it appears to the Commission that the 
exchange applying for registration is so organ- 
ized as to be able to comply with the provisions 
of this title and the rules and regulations there- 
under and that the rules of the exchange are just 
and adequate to insure fair dealing and to pro- 
tect investors, the Commission shall cause such 
exchange to be registered as a national securities 
axchange. 

(e) Within thirty days after the filing of the 
application, the Commission shall enter an order 
either granting or, after appropriate notice and 
opportunity for hearing, denying registration as 
a national securities exchange, unless the exchange 
applying for registration shall withdraw its ap- 
plication or consent to the Commission’s de- 
ferring action on its application for a stated 
longer period after the date of filing. The filing 
with the Commission of an application for regis- 
tration by an exchange shall be deemed to have 
taken place upon the receipt thereof. Amend- 
ments to an application may be made upon such 
terms as the Commission may prescribe. 

(f) An exchange may, upon appropriate ap- 
plication in accordance with the rules and regu- 
lations of the Commission, and upon such terms 
as the Commission may deem necessary for the 
protection of investors, withdraw its registration. 


Margin Requirements 


Section 7. (a) For the purpose of preventing 
the excessive use of credit for the purchase or 
carrying of securities, the Federal Reserve Board 
shall, prior to the effective date of this section 
and from time to time thereafter, prescribe rules 
and regulations with respect to the amount of 
credit that may be initially extended and subse- 
quently maintained on any security (other than 
an exempted security) registered on a national 
securities exchange. For the initial extension of 
credit, such rules and regulations shall be based 
upon the following standard: An amount not 
greater than whichever is the higher of— 


(1) 55 per centum of the current market 
price of the security, or 


(2) 100 per centum of the lowest market 
price of the security during the preceding 
thirty-six calendar months, but not more 
than 75 per centum of the current market 
price. 


Such rules and regulations may make appropriate 
provision with respect to the carrying of under- 
margined accounts for limited periods and under 
specified conditions; the withdrawal of funds or 
securities; the substitution or additional pur- 
chases of securities; the transfer of accounts from 
one lender to another; special or different margin 
requirements for delayed deliveries, short sales, 
arbitrage transactions, and securities to which 
paragraph (2) of this subsection does not apply; 
the bases and the methods to be used in calculating 
loans, and margins and market prices; and sim- 
ilar administrative adjustments and details. For 
the purposes of paragraph (2) of this subsection, 
until July 1, 1936, the lowest price at which a 
security has sold on or after July 1, 1933, shall 
be considered as the lowest price at which such 
security has sold during the preceding thirty-six 
calendar months. 

(b) Notwithstanding the provisions of subsec- 
tion (a) of this section, the Federal Reserve 
Board, may, from time to time, with respect to all 
or specified securities or transactions, or classes 
of securities, or classes of transactions, by such 
rules and regulations (1) prescribe such lower 
margin requirements for the initial extension or 
maintenance of credit as it deems necessary or ap- 
propriate for the accommodation of commerce 
and industry, having due regard to the general 
credit situation of the country, and (2) prescribe 
such higher margin requirements for the initial 
extension or maintenance of credit as it may deem 
necessary or appropriate to prevent the excessive 
use of credit to finance transactions in securities. 

(c) It shall be unlawful for any member of a 
national securities exchange or any broker or 
dealer who transacts a business in securities 
through the medium of any such member, di- 
rectly or indirectly to extend or maintain credit 
or arrange for the extension or maintenance of 
credit to or for any customer— 

(1) On any security (other than an exempted 
security) registered on a national securities ex- 
change, in contravention of the rules and regula- 
tions which the Federal Reserve Board shall pre- 
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scribe under subsections (a) and (b) of this 
section. 

(2) Without collateral or on any collateral 
other than exempted securities and/or securities 
registered upon a national securities exchange, 
except in accordance with such rules and regula- 
tions as the Federal Reserve Board may prescribe 

A) to permit under specified conditions and for 
a limited period any such member, broker, or 
dealer to maintain a credit initially extended in 
conformity with the rules and regulations of the 
Federal Reserve Board, and (B) to permit the 
extension or maintenance of credit in cases where 
the extension or maintenance of credit is not for 
the purpose of purchasing or carrying securities 
or of evading or circumventing the provisions of 
paragraph (1) of this subsection. 

(d) It shall be unlawful for any person not 
subject to subsection (c) to extend or maintain 
credit or to arrange for the extension or mainten- 
ance of credit for the purpose of purchasing or 
carrying any security registered on a national 
securities exchange, in contravention of such rules 
and regulations as the Federal Reserve Board 
shall prescribe to prevent the excessive use of 
credit for the purchasing or carrying of or trading 
in securities in circumvention of the other pro- 
visions of this section. Such rules and regulations 
may impose upon all loans made for the purpose 
of purchasing or carrying securities registered on 
national securities exchanges limitations similar 
to those imposed upon members, brokers, or deal- 
ers by subsection (c) of this section and the rules 
and regulations thereunder. This subsection and 
the rules and regulations thereunder shall not 
apply (A) to a loan made by a person not in the 
ordinary course of his business, (B) to a loan on 
an exempted security, (C) to a loan to a dealer to 
aid in the financing of the distribution of securi- 
ties to customers not through the medium of a 
national securities exchange, (D) to a loan by a 
bank on a security other than an equity security, 
or (E) to such other loans as the Federal Reserve 
Board shall, by such rules and regulations as it 
may deem necessary or appropriate in the public 
interest or for the protection of investors, exempt, 
either unconditionally or upon specified terms and 
conditions or for stated periods, from the opera- 
tion of this subsection and the rules and regula- 
tions thereunder. 


(e) The provisions of this section or the rules 
and regulations thereunder shall not apply on or 
before July 1, 1937, to any loan or extension of 
credit made prior to the enactment of this title 
or to the maintenance, renewal, or extension of 
any such loan or credit, except to the extent that 
the Federal Reserve Board may by rules and regu- 
lations prescribe as necessary to prevent the cir- 
cumvention of the provisions of this section or the 
rules and regulations thereunder by means of 
withdrawals of funds or securities, substitutions 
of securities, or additional purchases or by any 
other device. 


Restrictions on Borrowing by Members, 
Brokers, and Dealers 


Secrron 8. It shall be unlawful for any mem- 
ber of a national securities exchange, or any 
broker or dealer who transacts a business in se- 
curities through the medium of any such mem- 
ber, directly or indirectly— 

(a) To borrow in the ordinary course of busi- 
ness as a broker or dealer on any security (other 
than an exempted security) registered on a ja- 
tional securities exchange except (1) from or 
through a member bank of the Federal Reserve 
System, (2) from any nonmember bank which 
shall have filed with the Federal Reserve Board 
an agreement, which is still in force and which 
is in the form prescribed by the Board, under- 
taking to comply with all provisions of this Act, 
the Federal Reserve Act, as amended, and the 
Banking Act of 1933, which are applicable to 
member banks and which relate to the use of 
credit to finance transactions in securities, and 
with such rules and regulations as may be pre- 
scribed pursuant to such provisions of law or for 
the purpose of preventing evasions thereof, or 
(3) in accordance with such rules and regulations 
as the Federal Reserve Board may prescribe to 
permit loans between such members and/or bro- 
kers and/or dealers, or to permit loans to meet 
emergency needs. Any such agreement filed with 
the Federal Reserve Board shall be subject to ter- 
mination at any time by order of the Board, after 
appropriate notice and opportunity for hearing 
because of any failure by such bank to comply 
with the provisions thereof or with such provi- 
sions of law or rules or regulations; and, for any 
willful violation of such agreement, such bank 
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shall be subject to the penalties provided for vio- 
lations of rules and regulations prescribed under 
this title. 
of this title shall apply in the case of any such 


The provisions of sections 21 and 25 


proceeding or order of the Federal Reserve Board 
in the same manner as such provisions apply in 
the case of proceedings and orders of the Com- 
mission. 

(b) To permit in the ordinary course of busi- 
ness as a broker his aggregate indebtedness to all 
other persons, including customers’ credit bal- 
ances (but excluding indebtedness secured by ex- 
empted securities), to exceed such percentage of 
the net capit il (exclusive of fixed assets and value 
of exchange membership) employed in the busi- 
ness, but not exceeding in any case 2,000 per 
centum, as the Commission may by rules and regu- 
lations prescribe as necessary or appropriate in 
the public interest or for the protection of in- 
vestors. 

(c) In contravention of such rules and regcula- 
tions as the Commission shall prescribe for the 
protection of investors to hypothecate or arrange 
for the hypothecation of any securities carried 
for the account of any customer under circum- 
stances (1) that will permit the commingling of 
his securities without his written consent with the 
securities of any other customer, (2) that will per 
mit such securities to be commingled with the se- 
curities of any person other than a bona fide cus- 
tomer, or (3) that will permit such securities to 
be hypothecated, or subjected to any lien or claim 
of the pledgee, for a sum in excess of the aggre- 
gate indebtedness of such customers in respect of 
such securities. 

(d) To lend or arrange for the lending of any 
securities carried for the account of any customer 
without the written consent of such customer. 


Prohibition Against Manipulation of 
Security Prices 


Section 9. (a) It shall be unlawful for any 
person, directly or indirectly, by the use of the 
mails or any means or instrumentality of inter- 
state commerce, or of any facility of any national 
securities exchange, or for any member of a na- 
tional securities exchange— 

(1) For the purpose of creating a false or mis- 
leading appearance of active trading in any se- 
curity registered on a national securities exchange, 
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or a false or misleading appearance with respect 
to the market for any such security, (A) to effect 
any transaction in such security which involves 
no change in the beneficial ownership thereof, or 
(B) to enter an order or orders for the purchase 
of such security with the knowledge hat an or- 
der or orders of substantially the same size, at sub- 
stantially the same time and at substantially the 
same price, for the sale of any such security, has 
been or will be entered by or for the same or dif- 
ferent parties, or (C) to enter any order or orders 
for the sale of any such security with the knowl. 
edge that an order or orders of substantially the 
same size, at substantially the same time, and at 
substantially the same price, for the purchase of 
such security, has been or will be entered by or 
for the same or different parties. 

(2) To effect, alone or with one or more other 
persons, a series of transactions in any security 
registered on a national securities exchange cre 
ating actual or apparent active trading in such 
security or raising or depressing the price of 
such security, for the purpose of inducing the pur- 
chase or sale of such security by others. 

(3) If a dealer or broker, or other person sell- 
ing or offering for sale or purchasing or offering 
to purchase the security, to induce the purchase 
or sale of any security registered on a national 
securities exchange by the circulation or dissemi- 
nation in the ordinary course of business of in- 
formation to the effect that the price of any such 
security will or is likely to rise or fall because of 
market operations of any one or more persons 
conducted for the purpose of raising or depress- 
ing the prices of such security. 

(4) If a dealer or broker, or other person sell- 
ing or offering for sale or purchasing or offering 
to purchase the security, to make, regarding any 
security registered on a national securities ex- 
change, for the purpose of inducing the purchase 
or sale of such security, any statement which was 
at the time and in the light of the circumstances 
under which it was made, false or misleading 
with respect to any material fact, and which he 
knew or had reasonable ground to believe was so 
false or misleading. 

(5) For a consideration, received directly or 
indirectly from a dealer or broker, or other per- 
son selling or offering for sale or purchasing or 
offering to purchase the security, to induce the 
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purchase or sale of any security registered on a 
national securities exchange by the circulation or 
dissemination of information to the effect that the 
price of any such security will or is likely to rise 
or fall because of the market operations of any 
one or more persons conducted for the purpose of 
raising or depressing the price of such security. 

(6) To effect either alone or with one or more 
other persons any series of transactions for the 
purchase and/or sale of any security registered 
on a national securities exchange for the purpose 
of pegging, fixing, or stabilizing the price of such 
security in contravention of such rules and regu- 
lations as the Commission may prescribe as nec- 
essary or appropriate in the public interest or for 
the protection of investors. 

(b) It shall be unlawful for any person to ef- 
fect, by use of any facility of a national securities 
exchange, in contravention of such rules and reg- 
ulations as the Commission may prescribe as nec- 
essary or appropriate in the public interest or 
for the protection of investors— 

(1) any transaction in connection with any se- 
curity whereby any party to such transaction ac- 
quires any put, call, straddle, or other option or 
privilege of buying the security from or selling 
the security to another without being bound to 
do so; or 

(2) any transaction in connection with any se- 
curity with relation to which he has, directly or 
indirectly, any interest in any such put, call, strad- 
dle, option, or privilege; or 

(3) any transaction in any security for the ac- 
count of any person who he has reason to believe 
has, and who actually has, directly or indirectly, 
any interest in any such put, call, straddle, op- 
tion, or privilege with relation to such security. 

(c) It shall be unlawful for any member of a 
national securities exchange directly or indirectly 
to endorse or guarantee the performance of any 
put, call, straddle, option, or privilege in relation 
to any security registered on a national securities 
exchange, in contravention of such rules and reg- 
ulations as the Commission may prescribe as nec- 
essary or appropriate in the public interest or for 
the protection of investors. 

(d) The terms “put”, “call”, “straddle”, “op- 
tion”, or “privilege” as used in this section shall 
, hot include any registered warrant, right, or con- 
vertible security. 
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(e) Any person who willfully participates in 
any act or transaction in violation of subsection 
(a), (b), or (c) of this section, shall be liable to 
any person who shall purchase or sell any security 
at a price which was affected by such act or trans- 
action, and the person so injured may sue in law 
or in equity in any court of competent jurisdic- 
tion to recover the damages sustained as a result 
of any such act or transaction. In any such suit 
the court may, in its discretion, require an under- 
taking for the payment of the costs of such suit, 
and assess reasonable costs, including reasonable 
attorneys’ fees, against either party litigant. 
Every person who becomes liable to make any 
payment under this subsection may recover con- 
tribution as in cases of contract from any person 
who, if joined in the original suit, would have 
been liable to make the same payment. No ac- 
tion shall be maintained to enforce any liability 
created under this section, unless brought within 
one year after the discovery of the facts constitut- 
ing the violation and within three years after 
such violation. 

(f) The provisions of this section shall not ap- 
ply to an exempted security. 


Regulation of the Use of Manipulative and 
Deceptive Devices 


Section 10. It shall be unlawful for any per- 
son, directly or indirectly, by the use of any means 
or instrumentality of interstate commerce or of 
the mails, or of any facility of any national se- 
curities exchange— 

(a) To effect a short sale, or to use or employ 
any stop-loss order in connection with the pur- 
chase or sale, of any security registered on a na- 
tional securities exchange, in contravention of 
such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the pub 
lic interest or for the protection of investors. 

(b) To use or employ, in connection with the 
purchase or sale of any security registered on a 
national securities exchange or any security not 
so registered, any manipulative or deceptive de- 
vice or contrivance in contravention of such rules 
and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest 
or for the protection of investors. 
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Segregation and Limitation of Functions of 
Members, Brokers, and Dealers 


Section 11. (a) The Commission shall pre 
scribe such rules and regulations as it deems nec- 
essary or appropriate in the public interest or for 
the protection of investors, (1) to regulate or pre 
vent floor trading by members of national securi- 
ties exchanges, directly or indirectly for their own 
account or for discretionary accounts, and (2) to 
prevent such excessive trading on the exchange 
but off the floor by members, directly or indirectly 
for their own account, as the Commission may 
deem detrimental to the maintenance of a fair 
and orderly market. It shall be unlawful for a 
member to effect any transaction in a security in 
contravention of such rules and regulations, but 
such rules and regulations may make such exemp- 
tions for arbitrage transactions, for transactions 
in exempted securities, and, within the limitations 
of subsection (b) of this section, for transactions 
by odd-lot dealers and specialists, as the Commis- 
sion may deem necessary or appropriate in the 
public interest or for the protection of investors. 

(b) When not in contravention of such rules 
and regulations as the Commission may prescribe 
as necessary or appropriate in the public interest 
or for the protection of investors, the rules of a 
national securities exchange may permit (1) a 
member to be registered as an odd-lot dealer and 
as such to buy and sell for his own account so far 
as may be reasonably necessary to carry on such 
odd-lot transactions, and/or (2) a member to be 
registered as a specialist. If under the rules and 
regulations of the Commission a specialist is per- 
mitted to act as a dealer, or is limited to acting 
as a dealer, such rules and regulations shall re- 
strict his dealings so far as practicable to those 
reasonably necessary to permit him to maintain a 
fair and orderly market, and/or to those neces- 
sary to permit him to act as an odd-lot dealer if 
the rules of the exchange permit him to act as an 
odd-lot dealer. It shall be unlawful for a spe 
cialist or an official of the exchange to disclose in 
formation in regard to orders placed with such 
specialist which is not available to all members of 
the exchange, to any person other than an official 
of the exchange, a representative of the Commis- 
sion, or a specialist who may be acting for such 
specialist; but the Commission shall have power 
to require disclosure to all members of the ex- 
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change of all orders placed with specialists, under 
such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public 
interest or for the protection of investors. It 
shal! also be unlawful for a specialist acting as a 
broker to effect on the exchange any transaction 
except upon a market or limited price order. 

(c) If because of the limited volume of trans. 
actions effected on an exchange, it is in the opinion 
of the Commission impracticable and not neces- 
sary or appropriate in the public interest or for 
the protection of investors to apply any of the 
foregoing provisions of this section or the rules 
and regulations thereunder, the Commission shal] 
have power, upon application of the exchange 
and on a showing that the rules of such exchange 
are otherwise adequate for the protection of in- 
vestors, to exempt such exchange and its mem- 
bers from any such provision or rules and 
regulations. 


(d) It shall be unlawful for a member of a na- 
tional securities exchange who is both a dealer 
and a broker, or for any person who both as a 
broker and a dealer transacts a business in se 
curities through the medium of a member or other- 
wise, to effect through the use of any facility of 
a national securities exchange or of the mails or 
of any means or instrumentality of interstate 
commerce, or otherwise in the case of a member, 
(1) any transaction in connection with which, di- 
rectly or indirectly, he extends or maintains or 
arranges for the extension or maintenance of 
credit to or for a customer on any security (other 
than an exempted security) which was a part of 
a new issue in the distribution of which he par- 
ticipated as a member of a selling syndicate or 
group within thirty days? prior to such trans- 
action: Provided, That credit shall not be deemed 
extended by reason of a bona fide delayed delivery 
of any such security against full payment of the 
entire purchase price thereof upon such delivery 
within thirty-five days after such purchase, or (2) 
any transaction with respect to any security 
(other than an exempted security) unless, if the 
transaction is with a customer, he discloses to 
such customer in writing at or before the comple- 
tion of the transaction whether he is acting as a 


* Public No. 577, 83d Cong., approved August 10, 1954, and 
effective sixty days after the date of its enactment, substituted 
“thirty days” for “six months.” 
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dealer for his own account, as a broker for such 


customer, 


or as a broker for some other person. 
e The Commission is directed to make a 
study of the feasibility and advisability of the 
omplete segregation of the functions of dealer 
ind broker, and to report the results of its study 
und its recommendations to the Congress on 01 


before January 3, 1936. 
Registration Requirements for Securities 


(a) It shall be unlawful for any 
member, broker, or dealer to effect any trans 


Secrion 12. 


iy security (other than an exempted 


action U 
security) on a national securities exchange unless 
4 registration is effective as to such security for 
such exchange in accordance with the provisions 
of this title and the rules and regulations 
thereunder, 

(b) A security may be registered on a national 
securities exchange by the issuer filing an appli 
cation with the exchange (and filing with the 
Commission such duplicate originals thereof as 
the Commission may require), which application 
shall contain— 

(1) Such information, in such detail, as to the 
ssuer and any person directly or indirectly con- 
trolling or controlled by, or under direct or indi- 
rect common control with, the issuer, and any 
guarantor of the security as to principal or interest 
or both, as the Commission may by rules and regu- 
lations require, as necessary or appropriate in the 
public interest or for the protection of investors, 
n respect of the following: 


(A) the organization, financial structure 
and nature of the business; 

(B) the terms, position, rights, and priv 
ileges of the different classes of securities 
outstanding; 

(C) the terms on which their securities are 
to be, and during the preceding three years 
have been, offered to the public or otherwise: 

(D) the directors, officers, and under 
writers, and each security holder of record 
holding more than 10 per centum of any 
class of any equity security of the issuer 
(other than an exempted security), their re- 
muneration and their interests in the se- 
curities of, and their material contracts with, 
the issuer and any person directly or in- 
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directly controlling or controlled by, or under 
direct or indirect common control with, the 
issuer ; 

(E) remuneration to others than directors 
and officers exceeding $20,000 per annum; 

(F) bonus and profit-sharing arrange 
ments; 

(G) management and service contracts; 

(H) options existing or to be created in 
respect of their securities; 

(I) balance sheets for not more than the 
three preceding fiscal years, certified if re 
quired by the rules and regulations of the 
Commission by independent public ac 
countants ; 

(J) profit and loss statements for not more 
than the three preceding fiscal years, certified 
if required by the rules and regulations of 
the Commission by independent public a 
countants; and 

(K) any further 


which the Commission may deem necessary 


financial statements 


or appropriate for the protection of investors. 


(2) Such copies of articles of incorporation, 
bylaws, trust indentures, or corresponding docu 


whatever name known, underwriting 


ments by 
irrangements, and other similar documents of, 
and voting trust agreements with respect to, the 
issuer and any person directly or indirectly con 
trolling or controlled by, or under direct or in 
direct common control with, the issuer as the Com 
mission may require as necessary oO! appropriate 
forthe proper protec tion of investors and to insure 
fair dealing in the security 

(c) If in the judgment of the Commission any 
information required under subsection (b) is inap 
plicable to any specified class or classes of issuers, 
the Commission shall require in lieu thereof the 
submission of such other information of compa 
rable character as it may deem applicable to such 
class of issuers. 

(d) If the exchange authorities certify to the 
Commission that the security has been approved 
by the exchange for listing and registration, the 
registration shall become effective thirty days 
after the receipt of such certification by the Com 
mission or within such shorter period of time as 
the Commission may determine. A_ security 
registered with a national securities exchange may 
be withdrawn or stricken from listing and regis 
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tration in accordance with the rules of the ex 
hange and, upon such terms as the Commission 
may deem necessary to impose for the protection 
of investors, upon application by the issuer or the 
exchange to the Commission ; whereupon the issuer 
shall be relieved from further compliance with the 
provisions of this section and section 13 of this 
title and any rules or regulations under such sec 
tions as to the securities so withdrawn or stricken 
(n unissued security may be registered only in 
accordance with such rules and regulations as the 
(ommission may prescribe as necessary or appro 
priate in the public interest or for the protection 
of investors.* 

e) Notwithstanding the foregoing provisions 
of this section, the Commission may by such rules 
ind regulations as it deems necessary or appro 
priate in the public interest or for the protectior 
of investors permit securities listed on any ex 
hange at the time the registration of such ex 
hange as a national securities exchange becomes 
effective, to be registered for a period ending not 
ater than July 1, 1935, without complying with 

e provisions of this section. 

(f) Notwithstanding the foregoing provisions 
of this section, any national securities ex hange, 
upon application to and approval of such applica 
tion by the Commission and subject to the terms 
ind conditions hereinafter set forth, (1) may con 

nue unlisted trading privilegés to which a secu 
rity had been admitted on such exchange prior to 
March 1, 1934; or (2) may extend unlisted trading 
privileges to any security duly listed and regis 
tered on any other national securities exchange, but 
such unlisted trading privileges shall continue in 
effect only so long as such security shall remain 
listed and registered on any other national secu 
rities exchange; ‘ or (3) may extend unlisted trad 
ing privileges to eny security in respect of which 
there is available from a registration statement 
and periodic reports or other data filed pursuant 





* Public No. 577, 83d Cong., approved August 10, 1954, and 
effective 60 days after the date of its enactment, repealed the last 
sentence of paragraph (d) of Section 12 of this title as originally 
enacted, which sentence read as follows: 

Such rules and regulations shall limit the registration of 
an unissued security to cases where such security is a right 
or the subject of a right to subscribe or otherwise acquire 
such security granted to holders of a previously registered 
security and where the primary purpose of such registration 
is to distribute such unissued security to such holders.” 

*By sec. 12 of Public No. 621, 74th Cong., the provisions of 


this clause do not become effective uatil 90 days after May 27, 
19386 


to rules or regulations prescribed by the Commis- 
sion under this title or the Securities Act of 1933, 
as amended, information substantially equivalent 
to that available pursuant to rules or regulations 
of the Commission in respect of a security duly 
listed and registered on a national securities ex. 
change, but such unlisted trading privileges shall 
continue in effect only so long as such a registration 
statement remains effective and such periodic re- 
ports or other data continue to be so filed.* 

No application pursuant to this subsection shall 
be approved unless the Commission finds that the 
continuation or extension of unlisted trading priv- 
ileges pursuant to such application is necessary 
or appropriate in the public interest or for the 
protection of investors. No application to extend 
unlisted trading privileges to any security pur- 
suant to clause (2) or (3) of this subsection shall 
be approved except after appropriate notice and 
opportunity for hearing. No application to ex- 
tend unlisted trading privileges to any security 
pursuant to clause (2) or (3) of this subsection 
shall be approved unless the applicant exchange 
shall establish to the satisfaction of the Commis- 
sion that there exists in the vicinity of such ex- 
change sufficiently widespread public distribution 
of such security and sufficient public trading ac- 
tivity therein to render the extension of unlisted 
trading privileges on such exchange thereto neces- 
sary or appropriate in the public interest or for 
the protection of investors. No application to ex- 
tend unlisted trading privileges to any security 
pursuant to clause (3) of this subsection shall be 
approved except upon such terms and conditions 
as will subject the issuer thereof, the officers and 
directors of such issuer, and every beneficial 
owner of more than 10 per centum of such security 
to duties substantially equivalent to the duties 
which would arise pursuant to this title if such 
security were duly listed and registered on a na- 
tional securities exchange; except that such terms 
and conditions need not be imposed in any case 
or class of cases in which it shall appear to the 
Commission that the public interest and the pro- 
tection of investors would nevertheless best be 
served by such extension of unlisted trading privi- 
leges. In the publication or making available for 
publication by any national securities exchange, 


* By sec. 12 of Public No. 621, 74th Cong., the provisions of this 
clause do not become effective until 6 months after May 27, 1936. 
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or by any person directly or indirectly controlled 
by such exchange, of quotations or transactions 
in securities made or effected upon such exchange, 
such exchange or controlled person shall clearly 
differentiate between quotations or transactions 
n listed securities, and quotations or transactions 
in securities for which unlisted trading privileges 





on such exchange have been continued or extended 


pursuant to this subsection. In the publication 
or making available for publication of suc h quota 
tions or transactions otherwise than by ticker, such 
exchange or controlled person shall group undei 
separate headings (A) quotations or transactions 
n listed securities, and (B) quotations or trans 
ictions in securities for which unlisted trading 
privileges on such exchange has been continued o1 
extended pursuant to this subsection. 

Che Commission shall by rules and regulations 
suspend wu listed trading privileges in whole or 

part for any or all classes of securities for n 
period not exceeding twelve months, if it deems 
such suspension necessary or appropriate in the 
public interest or for the protection of investors 
or to prevent evasion of the purposes of this title 

Unlisted trading privileges continued for any 
security pursuant to clause (1) of this subsection 
shall be terminated by order, after appropriate 
notice and opportunity for hearing, if it appears 
it any time that such security has been withdrawn 
from listing on any exchange by the issuer thereof, 
unless it shall be established to the satisfaction of 
the Commission that such delisting was not de 
signed to evade the purposes of this title or unless 


shall appear to the Commission that, notwith 


standing any such purpose of evasion, the continu 
ition of s 
theless necessary or appropriate in the public in 
On the 
application of the issuer of any security for which 


ich unlisted trading privileges is never 
terest or for the protection of investors. 


unlisted trading privileges on any exchange have 
been continued or extended pursuant to this sub 
section, or of any broker or dealer who makes or 
reates a market for such security, or of any other 


person having a bona fide interest in the question 
of termination or suspension of such unlisted trad 


y 


ng 
ng 


privileges, or on its own motion, the Commis- 
sion shall by order terminate, or suspend for a 
period not exceeding twelve months, such unlisted 
trading privileges for such security if the Com- 


mission finds, after appropriate notice and oppor 


tunity for hearing, that by reason of inadequate 
public distribution of such security in the vicinity 
of said exchange, or by reason of inadequate public 
trading activity or of the character of trading 
therein on said exchange, such termination or 
suspension 1S necessary or appropriate in the pub 
lic interest or for the protection of investors. 

In any proceeding under this subsection in 
which appropriate notice and opportunity for 
hearing are required, notice of not less than ten 
days to the applicant in such proceeding, to the 
issuer of the security involved, to the exchange 
which is seeking to continue or extend or has con 
tinued or extended unlisted trading privileges for 
such security, and to the exchange, if any, on 
which such security is listed and registered, shall 
be deemed adequate notice, and any broker or 
dealer for such 


security, and any other person having a bona fide 


who makes or creates a market 


interest in such proceeding, shall upon applica 
tion be entitled to be heard. 

Any security for which unlisted trading privi 
leges are continued or extended pursuant to this 
subsection shall be deemed to be registered on a 
national securities exchange within the meaning of 
this title. The powers and duties of the Commis 
sion under subsection (b) of section 19 of this title 
shall be applicable to the rules of an exchange in 
respect of any such security. The Commission 
may, by such rules and regulations as it deems 
necessary or appropriate in the public interest o1 
for the protection of investors, either uncondi 


tionally or upon specified terms and conditions, or 
for stated periods, exempt such securities from the 
operation of any provision of section 13, 14, or 16 


of this title.* 





* Attention is directed to sec. 2 of Public No. 621, T4th Cong 
which reads 

Sec. 2. Any application to continue isted trading privileges 
for any security heretofore filed by any exchange and approved 
by the Commission pursuant to « se (1) of subsection (f) of 
section 12 of the Sec s Exchange Act of 1934 and rules and 
regulations thereunder shall be deemed to have been filed and 
approved pursuant to clause (1 of said subsection (f) as 
amended by section 1 of this act 

As originally enacted sec. 12 (f) read as follows 

(f) The Commission is directed to make a study of trading it 
unlisted securities upon exchanges and to report the results of 
its study and its recommendations to Congress on or before Janu 
ary 3, 1936. Notwithstanding the foregoing provisions of this 
section, the Commission may, by such rules and regulations as it 
deems necessary or appropriate for the protection of investors 
prescribe terms and conditions under which, upon the application 
of any national securities exchange 
tinue until June 1, 1936, unlisted trading privileges to which a 
security had been admitted on such exchange prior to March 1 


1934, and for such purpose exempt such security 














such exchange (1) may con 


and the issuer 
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Periodical and Other Reports 


Section 13. (a) Every issuer of a security 
registered on a national securities exchange shall 
file the information, documents, and reports below 
specified with the exchange (and shall file with 
the Commission such duplicate originals thereof 
as the Commission may require), in accordance 
with such rules and regulations as the Commis 
sion may prescribe as necessary or appropriate 
for the proper protection of investors and to in- 
sure fair dealing in the security 

(1) Such information and documents as the 
Commission may require to keep reasonably cur 
rent the information and documents filed pur 
suant to section 12 

(2) Such annual reports, certified if required 
by the rules and regulations of the Commission 
by independent public accountants, and such 
quarterly reports, as the Commission may pre 
scribe. 

(b) The Commission may prescribe, in regard 
to reports made pursuant to this title, the form 
or forms in which the required information shall 
be set forth, the items or details to be shown it 
the balance sheet and the earning statement, and 
the methods to be followed in the preparation of 
reports, in the appraisal or valuation of assets 
ind liabilities, in the determination of deprecia 
tion and depletion, in the differentiation of recur 
ring and nonrecurring income, in the differentia 
tion of investment and operating income, and in 
the preparation, where the Commission deems it 
necessary or desirable, of separate and/or con 
solidated balance sheets or income accounts of any 
person directly or indirectly controlling or con 
trolled by the issuer, or any person under direct 
or indirect common control with the issuer; but 
in the case of the reports of any person whose 
methods of accounting are prescribed under the 
provisions of any law of the United States, or any 


rule or regulation thereunder, the rules and regu 











eof from the provisions this section and sections 13 and 
16, or (2) may extend until July 1, 1935, unlisted trading privi 
lege to any security registered on any other national securities 
exchange which security was listed on such other exchange on 
March 1, 1934 A security for which unlisted trading privileges 
are so continued shall be considered a “security registered on a 
national securities exchange’ within the meaning of this title 
The rules and regulations of the Commission relating to such 
unlisted trading privileges for securities shall require that quota 
tions of transactions upon any national securities exchange shal! 
clearly indicate the difference between fully listed securities and 
securities admitted to unlisted trading privileges only 


lations of the Commission with respect to reports 
shall not be inconsistent with the requirements 
imposed by such law or rule or regulation in re- 
spect of the same subject matter, and, in the case 
of carriers subject to the provisions of section 20 
of the Interstate Commerce Act, as amended, or 
carriers required pursuant to any other Act of 
Congress to make reports of the same general 
character as those required under such section 20, 
shall permit such carriers to file with the Com 
mission and the exchange duplicate copies of the 
reports and other documents filed with the Inter 
state Commerce Commission, or with the govern 
mental authority administering such other Act of 
Congress,-in lieu of the reports, information and 
documents required under this section and section 
12 in respect of the same subject matter. 

(c) If in the judgment of the Commission any 
report required under subsection (a) is inappli- 
cable to any specified class or classes of issuers, 
the Commission shall require in lieu thereof of the 
submission of such reports of comparable char 
acter as it may deem applicable to such class or 


( lasses of issuers 
Proxies 


Section 14. (a) It shall be unlawful for any 
person, by the use of the mails or by any means 
or instrumentality of interstate commerce or of 
any facility of any national securities exchange or 
otherwise to solicit or to permit the use of his 
name to solicit any proxy or consent or authoriza 
tion in respect of any security (other than an 
exempted security) registered on any national 
securities exchange in contravention of such rules 
and regulations as the Commission thay prescribe 
as necessary or appropriate in the public interest 
or for the protection of investors 

(b) It shall be unlawful for any member of a 
national securities exchange or any broker or 
dealer who transacts a business in securities 
through the medium of any such member to give a 
proxy, consent, or authorization in respect of any 
security registered on a national securities ex 
change and carried for the account of a customer 
in contravention of such rules and regulations as 
the Commission may prescribe as necessary or ap 
propriate in the public interest or for the prote 
tion of investors. 
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Over-the-Counter Markets 


Secrion 15. (a) No broker or dealer (other than 
one whose business is exclusively intrastate) shall 
make use of the mails or of any means or instru- 
mentality of interstate commerce to effect any 
transaction in, or to induce the purchase or sale of, 
any security (other than an exempted security 
or commercial paper, bankers’ acceptances, or 
commercial bills) otherwise than on a national se- 
curities exchange, unless such broker or dealer is 
registered in accordance with subsection (b) of 
this section.” 

(b) A broker or dealer may be registered for 
the purposes of this section by filing with the 
Commission an application for registration, 
which shall contain such information in such de 
tail as to such broker or dealer and any person 
directly or indirectly controlling or controlled by, 
or under direct or indirect common control with, 
such broker or dealer, as the Commission may by 
rules and regulations require as necessary or ap- 
propriate in the public interest or for the protec- 
tion of investors. Except as hereinafter provided, 
such registration shall become effective thirty days 
after the receipt of such application by the Com- 
mission or within such shorter period of time as 
the Commission may determine. 

An application for registration of a broker or 
dealer to be formed or organized may be made by 
a broker or dealer to which the broker or dealer 
to be formed or organized is to be the successor. 
Such application shall contain such information 
in such detail as to the applicant and as to the 
successor and any person directly or indirectly 
controlling or controlled by, or under direct or 
indirect common control with, the applicant or the 
successor, as the Commission may by rules and 
regulations require as necessary or appropriate in 
the public interest or for the protection of in- 
vestors. Except as hereinafter provided, such 
registration shall become effective thirty days 
after the receipt of such application by the Com- 
mission or within such shorter period of time as 
the Commission may determine. Such registra- 
tion shall terminate on the forty-fifth day after 
the effective date thereof, unless prior thereto the 
successor shall, in accordance with such rules and 

"By sec. 12 of Public No. 621, 74th Cong., the provisions of 


this subsection do not become effective until 90 days after May 
27, 1936 


regulations as the Commission may prescribe, 
adopt such application as its own. 

If any amendment to any application for regis- 
tration pursuant to this subsection is filed prior 
to the effective date thereof, such amendment shall 
be deemed to have been filed simultaneously with 
and as part of such application; except that the 
Commission may, if it appears necessary or ap- 
propriate in the public interest or for the protec- 
tion of investors, defer the effective date of any 
such registration as thus amended until the thir- 
tieth day after the filing of such amendment. 

The Commission shall, after appropriate notice 
and opportunity for hearing, by order deny regis- 
tration to or revoke the registration of any broker 
or dealer if it finds that such denial or revocation 
is in the public interest and that (1) such broker 
or dealer whether prior or subsequent to becoming 
such, or (2) any partner, officer, director, or 
branch manager of such broker or dealer (or any 
person occupying a similar status or performing 
similar functions), or any person directly or indi- 
rectly controlling or controlled by such broker or 
dealer, whether prior or subsequent to becoming 
such, (A) has willfully made or caused to be made 
in any application for registration pursuant to 
this subsection or in any document supplemental 
thereto or in any proceeding before the Commis- 
sion with respect to registration pursuant to this 
subsection any statement which was at the time 
and in the light of the circumstances under which 
it was made false or misleading with respect tc 
any material fact; or (B) has been convicted 
within ten years preceding the filing of any such 
application or at any time thereafter of any felony 
or misdemeanor involving the purchase or sale 
of any security or arising out of the conduct of 
the business of a broker or dealer; or (C) is per- 
manently or temporarily enjoined by order, judg- 
ment, or decree of any court of competent 
jurisdiction from engaging in or continuing any 
conduct or practice in connection with the pur- 
chase or sale of any security; or (D) has willfully 
violated any provision of the Securities Act of 
1933, as amended, or of this title, or of any rule or 
regulation thereunder. Pending final determina- 
tion whether any such registration shall be de- 
nied, the Commission may by order postpone the 
effective date of such registration for a period not 
to exceed fifteen days, but if, after appropriate 
notice and opportunity for hearing, it shall ap- 
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pear to the Commission to be necessary or appro 
priate in the public interest or for the protection 
of investors to postpone the effective date of such 
registration until final determination, the Com- 
mission shall so order. Pending final determina 
tion whether any such registration shall be re- 
voked, the Commission shall by order suspend such 
registration if, after appropriate notice and op 
portunity for hearing, such suspension shall ap 
pear to the Commission to be necessary or 
appropriate in the public interest or for the pro- 
tection of investors. Any registered broker or 
dealer may, upon such terms and conditions as 
the Commission may deem necessary in the public 
interest or for the protection of investors, with- 
draw from registration by filing a written notice 
of withdrawal with the Commission. If the Com- 
mission finds that any registered broker or dealer, 
or any broker or dealer for whom an application 
for registration is pending, is no longer in exist 
ence or has ceased to do business as a broker or 
dealer, the Commission shall by order cancel the 
registration or application of such broker or 
dealer. 

(ce) (1) No broker or dealer shall make use of 
the mails or of any means or instrumentality of 
interstate commerce to effect any transaction in, or 
to induce the purchase or sale of, any security 
(other than commercial paper, bankers’ accept- 
ances, or commercial bills) otherwise than on a 
national securities exchange, by means of any 
manipulative, deceptive, or other fraudulent device 
or contrivance. The Commission shall, for the 
purposes of this subsection, by rules and regula- 
tions define such devices or contrivances as are 
manipulative, deceptive, or otherwise fraudulent. 

(2) No broker or dealer shall make use of the 
mails or of any means or instrumentality of inter 
state commerce to effect any transaction in, or to 
induce or attempt to induce the purchase or sale 
of, any security (other than an exempted security 
or commercial paper, bankers’ acceptances, or 
cominercial bills) otherwise than on a national 
securities exchange, in connection with which such 
broker or dealer engages in any fraudulent, de 
ceptive, or manipulative act or practice, or makes 
The Commission shall, 
for the purposes of this paragraph, by rules and 


regulations define, and prescribe means reasonably 


any fictitious quotation, 


designed to prevent, such acts and practices as are 
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fraudulent, deceptive, or manipulative and suc} 
quotations as are fictitious. 

(3) No broker or dealer shall make use of the 
mails or of any means or instrumentality of inter. 
state commerce to effect any transaction in, or to 
induce or attempt to induce the purchase or sale 
of, any security (other than an exempted security 
or commercial paper, bankers’ acceptances, or com- 
mercial bills) otherwise than on a national securi- 
ties exchange, in contravention of such rules and 
regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or 
for the protection of investors to provide safe- 
guards with respect to the financial responsibility 
of brokers and dealers.* 

(d) Each registration statement hereafter filed 
pursuant to the Securities Act of 1933, as amended, 
shall contain an undertaking by the issuer of the 
issue of securities to which the registration state- 
ment relates to file with the Commission, in ac- 
cordance with such rules and regulations as the 
Commission may prescribe as necessary or appro- 
priate in the public interest or for the protection 
of investors, such supplementary and periodic in- 
formation, documents, and reports as may be re- 
quired pursuant to section 13 of this title in 
respect of a security listed and registered on a 
national securities exchange; but such under- 
taking shall become operative only if the aggre- 
gate offering price of such issue of securities, 
plus the aggregate value of all other securities 
of such issuer of the same class (as hereinafter 
defined) outstanding, computed upon the basis 
of such offering price, amounts to $2,000,000 or 
more. The issuer shall file such supplementary 
and periodic information, documents, and re- 
ports pursuant to such undertaking, except that 
the duty to file shall be automatically suspended 
if and so long as (1) such issue of securities 
is listed and registered on a national securities 
exchange, or (2) by reason of the listing and 
registration of any other security of such issuer 


* Prior to amendment 
June 25, 


y Public No. 719, 75th Cong., approved 
1938, subsection (c) of sec. 15 read as follows 

(c) No broker or dealer shall make use of the malls or of any 
means or instrumentality of interstate commerce to effect any 
transaction in, or to induce the purchase or sale of, any security 
(other than commercial paper, bankers’ acceptances, or commer 
clal bills) otherwise than on a national securities exchange, by 
means of any manipulative, deceptive, or other fraudulent device 
or contrivance. The Commission shall, for the purposes of this 
subsection, by rules and regulations define such devices or con 
trivances as are manipulative, deceptive, or otherwise fraudulent. 
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on a national securities exchange, such issuer 
is required to file pursuant to section 13 of 
this title information, documents, and reports 
substantially equivalent to such as would be re- 
quired if such issue of securities were listed and 
registered on a national securities exchange, or 
(3) the aggregate value of all outstanding securi- 
ties of the class to which such issue belongs is 
reduced to less than $1,000,000 computed upon 
the basis of the offering price of the Jast issue of 
securities of said class offered to the public. For 
the purposes of this subsection, the term “class” 
shall be construed to include all securities of an 
issuer which are of substantially similar charac- 
ter and the holders of which enjoy substantially 
similar rights and privileges. Nothing in this 
subsection shall apply to securities issued by a 
foreign political 
thereof or to any other security which the Com- 


government or subdivision 


mission may by rules and regulations exempt as 


not comprehended within the purposes of this 


subsection.® 
a 

* By sec. 12 of Public No. 621, Tith Cong., the provisions of this 
subsection do not become effective until 90 days after May 27 
1936 

Attention is directed to sections 10 and 11 of Public No 
74th Cong., which reads 

Sec. 10. All brokers and dealers for whom registration is in 
effect on the date of enactment of this Act in accordance with 
rules and regulations of the Commission prescribed pursuant to 
section 15 of the Securities Exchange Act of 1934 shall be deemed 
to be registered pursuant to section 15 of such Act as amended 
by section 3 of this Act 

Sec. 11. Nothing tn this Act shall be deemed to extinguish any 
Mability which may have arisen prior to the effective date of this 
Act by reason of any violation of section 15 of the Securities Ex- 
change Act of 1934 or of any rule or regulation thereunder 

As originally enacted sec. 15 read as follows: 

Section 15, It shall be unlawful, in contravention of such rules 
and regulations as the Commission may prescribe as necessary 
or appropriate in the public interest and to insure to investors 
protection comparable to that provided by and under authority of 
this title in the case of national securities exchanges, (1) for any 
broker or dealer, singly or with any other person or persons, to 
make use of the mails or any means or instrumentality of inter 
state commerce for the purpose of making or creating, or enabling 
another to make or create, a market, otherwise than on a na 
tional securities exchange, for both the purchase and sale of any 
security (other than an exempted security or commercial paper, 
bankers’ acceptances, or commercial bills, or unregistered securi 
tles the market in which is predominantly intrastate and which 
have not previously been registered or listed), or (2) for any 
broker or dealer to use any facility of any such market. Such 
rules and regulations may provide for the regulation of all 
transactions by brokers and dealers on any such market, for the 
registration with the Commission of dealers and/or brokers mak 
ing or creating such a market, and for the registration of the 
securities for which they make or create a market and may make 
special provision with respect to securities or specified classes 
thereof listed, or entitled to unlisted trading privileges, upon any 
exchange on the date of the enactment of this title, which securi- 
tles are not registered under the provisions of section 12 of this 
title 


621, 
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Sec. 15A. (a) Any association of brokers or 
dealers may be registered with the Commission as 
2 national securities association pursuant to sub- 
section (b), or as an affiliated securities association 
pursuant to subsection (d), under the terms and 
conditions hereinafter provided in this section, by 
filing with the Commission a registration state 
ment in such form as the Commission may pre 
scribe, setting forth the information, and accom- 
panied by the documents, below specified : 

(1) Such data as to its organization, mem 
bership, and rules of procedure, and such 
other information as the Commission may by 
rules and regulations require as necessary or 
appropriate in the public interest or for the 
protection of investors; and 

(2) Copies of its constitution, charter, o 
articles of incorporation or association, with 
all amendments thereto, and of its existing 
bylaws, and of any rules or instruments corre 
sponding to the foregoing, whatever the name, 
hereinafter in this title collectively referred 
to as the “rules of the association.” 

Such registration shall not be construed as a 
waiver by such association or any member thereof 
of any constitutional right or of any right to 
contest the validity of any rule or regulation of the 
Commission under this title. 

(b) An applicant association shall not be regis 
tered as a national securities association unless it 
appears to the Commission that 

(1) by reason of the number of its members, 
the scope of their transactions, and the geo- 
graphical distribution of its members such 
association will be able to comply with the 
provisions of this title and the rules and 
regulations thereunder and to carry out the 
purposes of this section ; 

(2) such association is so organized and is 
of such a character as to be able to comply 
with the provisions of this title and the rules 
and regulations thereunder, and to carry out 
the purposes of this section ; 

(3) the rules of the association provide that 
any broker or dealer who makes use of the 
mails or of any means or instrumentality of 
interstate commerce to effect any transaction 
in, or to induce the purchase or sale of, any 
security otherwise than on a national securi 
ties exchange, may become x member of such 
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ussociation, except such as are excluded pursu 
ant to paragraph (4) of this subsection: Pro 
ided, That the rules of the association may 
restrict membership in such association on 
such specified geographical basis, or on such 
specified basis relating to the type of business 
done by its members, or on such other specified 
ind appropriate basis, as appears to the Com 
mission to be necessary or appropriate in the 
public interest or for the protection of in 
vestors and to carry out the purpose of this 
section; 

(4) the rules of the association provide that, 
except with the approval or at the direction of 
the Commission in cases in which the Com 
mission finds it appropriate in the public 
interest so to approve or direct, no broke: 
or dealer shall be admitted to or continued i 
membership in such association, if (1) sucl 
broker or dealer, whether prior or subse 
quent to becoming such, or (2) any partner, 
officer, director, or branch manager of such 
broker or dealer (or any person occupying a 
similar status or performing similar fun¢ 
tions), or any person directly or indirectly 
controlling ol controlled by such broker ol 
dealer, whether prior or subsequent to becom 
ing such, (A) has been and is suspended on 
expelled from a registered securities associa 
tion (whether national or affiliated) or from 
a national securities exchange, for violation 
of any rule of such association or exchange 
which prohibits any act or transaction con 
stituting conduct inconsistent with just and 
equitable principles of trade, or requires any 
act the omission of which constitutes conduct 
inconsistent with just and equitable principles 
of trade, or (B) is subject to an order of the 
Commission denying or revoking his registra- 
tion pursuant to section 15 of this title, o1 
expelling or suspending him from membe1 
ship in a registered securities association or a 
national securities exchange, or (C) by his 
conduct while employed by, acting for, on 
directly or indirectly controlling or controlled 
by, a broker or dealer, was a cause of any 
suspension, expulsion, or order of the char 
acter described in clause (A) or (B) which 


is in effect with respect to such broker or 
dealer ; 





SEC LEGISLATION 


(5) the rules of the association assure a 
fair representation of its members in the 
adoption of any rule of the association or 
amendment thereto, the selection of its officers 
and directors, and in all other phases of the 
administration of its affairs; 

(6) the rules of the association provide for 
the equitable allocation of dues among its 
members, to defray reasonable expenses of 
administration ; 

(7) the rules of the association are de- 
signed to prevent fraudulent and manipula- 
tive acts and practices, to promote just and 
equitable principles of trade, to provide safe- 
guards against unreasonable profits or un- 
reasonable rates of commissions or other 
charges, and, in general, to protect investors 
and the public interest, and to remove impedi- 
ments to and perfect the mechanism of a free 
ind open market; and are not designed to 
permit unfair discrimination between cus- 
tomers or issuers, or brokers or dealers, to fix 
minimum profits, to impose any schedule of 
prices, or to impose any schedule or fix mini- 
mum rates of commissions, allowances, dis- 
counts, or other charges; 

(8) the rules of the association prov ide that 
its members shall be appropriately disci- 
plined, by expulsion, suspension, fine, censure, 
or any other fitting penalty, for any violation 
of its rules; 

(9) the rules of the association provide a 
fair and orderly procedure with respect to the 
disciplining of members and the denial of 
membership to any broker or dealer seeking 
membership therein. In any: proceeding to 
determine whether any member shall be disci- 
plined, such rules shall require that specific 
charges be brought; that such member shall 
be notified of, and be given an opportunity to 
defend against, such charges; that a record 
shall be kept; and that the determination 
shall include (A) a statement setting forth 
any act or practice in which such member may 
be found to have engaged, or which such 
member may be found to have omitted, (B) 
a statement setting forth the specific rule or 
rules of the association of which any such 
act or practice, or omission to act, is deemed 
to be in violation, (C) a statement whether 
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the acts or practices prohibited by such rule 
or rules, or the omission of any act required 
thereby, are deemed to constitute conduct 
inconsistent with just and equitable principles 
of trade, and (D) a statement setting forth 
the penalty imposed. In any proceeding to 
determine whether a broker or dealer shall be 
denied membership, such rules shall provide 
that the broker or dealer shall be notified of, 
and be given an opportunity to be heard upon, 
the specific grounds for denial which are 
under consideration; that a record shall be 
kept; and that the determination shall set 
forth the specific grounds upon which the 
denial is based ; and 

(10) the requirements of subsection (c), 
insofar as these may be applicable, are 
satisfied. 

(c) The Commission may permit or require the 
rules of an association applying for registration 
pursuant to subsection (b), to provide for the ad- 
mission of an association registered as an affiliated 
securities association, pursuant to subsection (d), 
to participation in said applicant association as 
an affiliate thereof, under terms permitting such 
powers and responsibilities to such affiliate, and 
under such other appropriate terms and condi- 
tions, as may be provided by the rules of said ap- 
plicant association, if such rules appear to the 
Commission to be necessary or appropriate in the 
public interest or for the protection of investors 
and to carry out the purposes of this section. The 
duties and powers of the Commission with respect 
to any national securities association or any af- 
filiated securities association shall in no way be 
limited by reason of any such affiliation. 

(d) An applicant association shall not be reg- 
istered as an affiliated securities association unless 
it appears to the Commission that— 


(1) such association, notwithstanding that 
it does not satisfy the requirements set forth 
in paragraph (1) of subsection (b), will, 
forthwith upon the registration thereof, be 
admitted to affiliation with an association 
registered as a national securities association 
pursuant to said subsection (b), in the man- 
ner and under the terms and conditions pro- 
vided by the rules of said national securities 
association in accordance with subsection (c) ; 
and 
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(2) such association and its rules satisfy 
the requirements set forth in paragraphs (2) 
to (9), inclusive, of subsection (b); except 
that in the case of any such association any 
restrictions upon membership therein of the 
type authorized by paragraph (3) of subsec- 
tion (b) shall not be less stringent than in 
the case of the national securities association 
with which such association is to be affiliated. 

(e) Upon the filing of an application for regis- 
tration pursuant to subsection (b) or subsection 
(d), the Commission shall by order grant such 
registration if the requirements of this section are 
satisfied. If, after appropriate notice and oppor- 
tunity for hearing, it appears to the Commission 
that any requirement of this section is not satisfied, 
the Commission shall by order deny such registra- 
tion. If any association granted registration as 
an affiliated securities association pursuant to sub- 
section (d) shall fail to be admitted promptly 
thereafter to affiliation with a registered national 
securities association, the Commission shall revoke 
the registration of such affiliated securities 
association. 

(f) A registered securities association (whether 
national or affiliated) may, upon such reasonable 
notice as the Commission may deem necessary in 
the public interest or for the protection of inves- 
tors, withdraw from registration by filing with 
the Commission a written notice of withdrawal 
in such form as the Commission may by rules and 
regulations prescribe. Upon the withdrawal of a 
national securities association from registration, 
the registration of any association affiliated there- 
with shall automatically terminate. 

(g) If any registered securities association 
(whether national or affiliated) shall take any dis- 
ciplinary action against any member thereof, or 
shall deny admission to any broker or dealer seek- 
ing membership therein, such action shall be sub- 
ject to review by the Commission, on its own mo- 
tion, or upon application by any person aggrieved 
thereby filed within sixty days after such action 
has been taken or within such longer period as 
the Commission may determine. Application to 
the Commission for review, or the institution of 
review by the Commission on its own motion, shall 
operate as a stay of such action until an order is 
issued upon such review pursuant to subsec- 
tion (h). 
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(h) (1) In a proceeding to review disciplinary 
action taken by a registered securities association 
against a member thereof, if the Commission, after 
appropriate notice and opportunity for hearing, 
upon consideraiion of the record before the asso- 
ciation and such other evidence as it may deem 
relevant, shall (A) find that such member has 
engaged in such acts or practices, or has omitted 
such act, as the association has found him to have 
engaged in or omitted, and (B) shall determine 
that such acts or practices, or omission to act, are 
in violation of such rules of the association as have 
been designated in the determination of the asso- 
ciation, the Commission shall by order dismiss the 
proceeding, unless it appears to the Commission 
that such action should be modified in accordance 
with paragraph (2) of this subsection. The Com- 
mission shall likewise determine whether the acts 
or practices prohibited, or the omission of any act 
required, by any such rule constitute conduct in- 
consistent with just and equitable principles of 
trade, and shall so declare. If it appears to the 
Commission that the evidence does not warrant 
the finding required in clause (A) or if the Com- 
mission shall determine that such acts or practices 
as are found to have been engaged in are not pro- 
hibited by the designated rule or rules of the asso- 
ciation, or that such act as is found to have been 
omitted is not required by such designated rule 
or rules, the Commission shall by order set aside 
the action of the association. 

(2) If, after appropriate notice and oppor- 
tunity for hearing, the Commission finds that any 
penalty imposed upon a member is excessive or 
oppressive, having due regard to the public inter- 
est, the Commission shall by order cancel, reduce, 
or require the remission of such penalty. 

(3) In any proceeding to review the denial of 
memberzhip in a registered securities association, 
if the Commission, after appropriate notice and 
hearing, and upon consideration of the record be- 
fore the association and such other evidence as it 
may deem relevant, shall determine that the 
specific grounds on which such denial is based 
exist in fact and are valid under this section, the 
Commission shall by order dismiss the proceeding ; 
otherwise, the Commission shall by order set aside 
the action of the association and require it to admit 
the applicant broker or dealer to membership 
therein. 
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(i) (1) The rules of a registered securities 
association may provide that no member thereof 
shall deal with any nonmember broker or dealer 
(as defined in paragraph (2) of this subsection) 
except at the same prices, for the same commis. 
sions or fees, and on the same terms and conditions 
as are by such member accorded to the general 
public. 

(2) For the purposes of this subsection, the 
term “nonmember broker or dealer” shall include 
any broker or dealer who makes use of the mails or 
of any means or instrumentality of interstate com- 
merce to effect any transaction in, or to induce the 
purchase. or sale of, any security otherwise than 
on a national securities exchange, who is not a 
member of any registered securities association, 
except a broker or dealer who deals exclusively in 
commercial paper, bankers’ acceptances, or com- 
mercial bills. 

(3) Nothing in this subsection shall be so con- 
strued or applied as to prevent any member of a 
registered securities association from granting to 
any other member of any registered securities 
association any dealer’s discount, allowance, com- 
mission, or special terms. 

(j) Every registered securities association shall 
file with the Commission in accordance with such 
rules and regulations as the Commission may pre- 
scribe as necessary or appropriate in the public 
interest or for the protection of investors, copies 
of any changes in or additions to the rules of the 
association, and such other information and docu- 
ments as the Commission may require to keep cur- 
rent or to supplement the registration statement 
and documents filed pursuant to subsection (a). 
Any change in or addition to the rules of a regis- 
tered securities association shall take effect upon 
the thirtieth day after the filing of a copy thereof 
with the Commission, or upon such earlier date 
as the Commission may determine, unless the Com- 
mission shall enter an order disapproving such 
change or addition; and the Commission shall 
enter such an order unless such change or addition 
appears to the Commission to be consistent with 
the requirements of subsection (b) and subsec- 
tion (d). 

(k) (1) The Commission is authorized by order 
to abrogate any rule of a registered securities as- 
sociation, if after appropriate notice and oppor- 
tunity for hearing, it appears to the Commission 
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that such abrogation is necessary or appropriate 
to assure fair dealing by the members of such as- 
sociation, to assure a fair representation of its 
members in the administration of its affairs or 
otherwise to protect investors or effectuate the 
purposes of this title. 

(2) The Commission may in writing request 
any registered securities association to adopt any 
specified alteration of or supplement to its rules 
with respect to any of the matters hereinafter 
enumerated. If such association fails to adopt 
such alteration or supplement within a reasonable 
time, the Commission is authorized by order to 
alter or supplement the rules of such association 
in the manner theretofore requested if, after ap- 
propriate notice and opportunity for hearing, it 
appears to the Commission that such alteration 
or supplement is necessary or appropriate in the 
public interest or for the protection of investors 
or to effectuate the purposes of this section, with 
respect to: (1) The basis for, and procedure in 
connection with, the denial of membership or the 
disciplining of members; (2) the method for 
adoption of any change in or addition to the rules 
of the association; (3) the method of choosing 
officers and directors; and (4) affiliation between 
registered securities associations. 

(1) The Commission is authorized, if such ac- 
tion appears to it to be necessary or appropriate 
in the public interest or for the protection of in- 
vestors or to carry out the purposes of this sec- 
tion— 

(1) after appropriate notice and oppor- 
tunity for hearing, by order to suspend for a 
period not exceeding 12 months or to revoke 
the registration of a registered securities as- 
sociation, if the Commission finds that such 
association has violated any provision of this 
title or any rule or regulation thereunder, or 
has failed to enforce compliance with its own 
rules, or has engaged in any other activity 
tending to defeat the purposes of this section ; 

(2) after appropriate notice and opportu- 
nity for hearing, by order to suspend for a pe- 
riod not exceeding 12 months or to expel from 
a registered securities association any member 
thereof who the Commission finds (A) has 
violated any provision of this title or any 
Tule or regulation thereunder, or has effected 
any transaction for any other person who, he 


319 


had reason to believe, was violating with re- 
spect to such transaction any provision of this 
title or any rule or regulation thereunder, or 
(B) has willfully violated any provision of 
the Securities Act of 1933, as amended, or of 
any rule or regulation thereunder, or has ef- 
fected any transaction for any other person 
who, he had reason to believe, was w'llfully 
violating with respect to such transaction any 
provision of such Act or rule or regulation; 

(3) after appropriate notice and oppor- 
tunity for hearing, by order to remove from 
office any officer or director of a registered se- 
curities association who, the Commission 
finds, has willfully failed to enforce the rules 
of the association, or has willfully abused his 
authority. 


(m) Nothing in this section ehall be construed 
to apply with respect to any transaction by a 
broker or dealer in any exempted security. 

(n) If any provision of this section is in con- 
flict with any provision of any law of the United 
States in force on the date this section takes effect, 
the provision of this section shall prevail.’® 


Directors, Officers, and Principal Stockholders 


Secrion 16. (a) Every person who is directly or 
indirectly the beneficial owner of more than 10 per 
centum of any class of any equity security (other 
than an exempted security) which is registered on 
a national securities exchange, or who is a director 
or an officer of the issuer of such security, shall 
file, at the time of the registration of such security 
or within ten days after he becomes such beneficial 
owner, director, or officer, a statement with the 
exchange (and a duplicate original thereof with 
the Commission) of the amount of all equity se- 
curities of such issuer of which he is the beneficial 
owner, and within ten days after the close of each 
calendar month thereafter, if there has been any 
change in such ownership during such month, shall 
file with the exchange a statement (and a dupli- 
cate original thereof with the Commission) indi- 
cating his ownership at the close of the calendar 
month and such changes in his ownership as have 
occurred during such calendar month. 

(b) For the purpose of preventing the unfair 
use of information which may have been obtained 
by such beneficial owner, director, or officer by 


* Section 15A was added by Public No. 719, 75th Cong. 
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reason of his relationship to the issuer, any profit 
realized by him from any purchase and sale, or 
any sale and purchase, of any equity security of 
such issuer (other than an exempted security) 
within any period of less than six months, unless 
such security was acquired in good faith in con- 
nection with a debt previously contracted, shall 
inure to and be recoverable by the issuer, irrespec- 
tive of any intention on the part of such beneficial 
owner, director, or officer in entering into such 
transaction of holding the security purchased or 
of not repurchasing the security sold for a period 
exceeding six months. Suit to recover such profit 
may be instituted at law or in equity in any court 
of competent jurisdiction by the issuer, or by the 
owner of any security of the issuer in the name and 
in behalf of the issuer if the issuer shall fail or 
refuse to bring such suit within sixty days after 
request or shall fail diligently to prosecute the 
same thereafter; but no such suit shall be brought 
more than two years after the date such profit was 
realized. This subsection shall not be construed 
to cover any transaction where such beneficial 
owner was not such both at the time of the pur- 
chase and sale, or the sale and purchase, of the 
security involved, or any transaction or transac- 
tions which the Commission by rules and regula- 
tions may exempt as not comprehended within 
the purpose of this subsection. 

(c) It shall be unlawful for any such beneficial 
owner, director, or officer, directly or indirectly, 
to sell any equity security of such issuer (other 
than an exempted security), if the person selling 
the security or his principal (1) does not own the 
security sold, or (2) if owning the security, does 
not deliver it against such sale within twenty days 
thereafter, or does not within five days after such 
sale deposit it in the mails or other usual channels 
of transportation; but no person shall be deemed 
to have violated this subsection if he proves that 
notwithstanding the exercise of good faith he was 
unable to make such delivery or deposit within 
such time, or that to do so would cause undue in- 
convenience or expense. 

(d) The provisions of this section shall not 
apply to foreign or domestic arbitrage transac- 
tions unless made in contravention of such rules 
and regulations as the Commission may adopt in 
order to carry out the purposes of this section. 
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Accounts and Records, Reports, Examinations 
of Exchanges, Members, and Others 


Secrion 17. (a) Every national securities ex. 
change, every member thereof, every broker or 
dealer who transacts a business in securities 
through the medium of any such member, every 
registered securities association,” and _ every 
broker or dealer registered pursuant to section 15 
of this title,* shall make, keep, and preserve for 
such periods, such accounts, correspondence, 
memoranda, papers, books, and other records, and 
make such reports, as the Commission by its rules 
and regulations may prescribe as necessary or 
appropriate in the public interest or for the pro- 
tection of investors. Such accounts, correspond- 
ence, memoranda, papers, books, and other records 
shall be subject at any time or from time to time 
to such reasonable periodic, special, or other ex- 
aminations by examiners or other representatives 
of the Commission as the Commission may deem 
necessary or appropriate in the public interest or 
for the protection of investors. 

(b) Any broker, dealer, or other person extend- 
ing credit who is subject to the rules and regula- 
tions prescribed by the Federal Reserve Board 
pursuant to this title shall make such reports to 
the Board as it may require as necessary or appro- 
priate to enable it to perform the functions con- 
ferred upon it by this title. If any such broker, 
dealer, or other person shall fail to make any such 
report or fail to furnish full information therein, 
or, if in the judgment of the Board it is otherwise 
necessary, such broker, dealer, or other person 
shall permit such inspections to be made by the 
Board with respect to the business operations of 
such broker, dealer, or other person as the Board 
may deem necessary to enable it to obtain the 
required information. 


Liability for Misleading Statements 


Secrion 18. (a) Any person who shall make 
or cause to be made any statement in any applica- 
tion, report, or document filed pursuant to this 
title or any rule or regulation thereunder or any 


™ Section 5 of Public No. 719, 75th Cong., added “every regis 
tered securities association.” 

™ Section 4 of Public No. 621, 74th Cong., substituted “every 
broker or dealer registered pursuant to section 15 of this title” 
for “every broker or dealer making or creating a market for both 
the purchase and sale of securities through the use of the mails 
or of any means or instrumentality of interstate commerce,” 
which was deleted by that amendment. 
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undertaking contained in a registration statement 
as provided in subsection (d) of section 15 of this 
title2* which statement was at the time and in the 
light of the circumstances under which it was 
made false or misleading with respect to any ma- 
terial fact, shall be liable to any person (not know- 
ing that such statement was false or misleading) 
who, in reliance upon such statement, shall have 
purchased or sold a security at a price which was 
affected by such statement, for damages caused by 
such reliance, unless the person sued shall prove 
that he acted in good faith and had no knowledge 
that such statement was false or misleading. A 
person seeking to enforce such liability may sue 
at law or in equity in any court of competent jur- 
isdiction. In any such suit the court may, in its 
discretion, require an undertaking for the pay- 
ment of the costs of such suit, and assess reason- 
able costs, including reasonable attorneys’ fees, 
against either party litigant. 

(b) Every person who becomes liable to make 
payment under this section may recover contribu 
tion as in cases of contract from any person who, 
if joined in the original suit, would have been 
liable to make the same payment. 

(c) No action shal! be maintained to enforce 
any liability created under this section unless 
brought within one year after the discovery of 
the facts constituting the cause of action and 
within three years after such cause of action ac- 
crued. 


Powers With Respect to Exchanges 
and Securities 


Section 19. (a) The Commission is authorized, 
if in its opinion such action is necessary or ap- 
propriate for the protection of investors— 

(1) After appropriate notice and opportunity 
for hearing, by order to suspend for a period not 
exceeding twelve months or to withdraw the reg- 
istration of a national securities exchange if the 
Commission finds that such exchange has violated 
any provision of this title or of the rules and 
regulations thereunder or has failed to enforce, so 
far as is within its power, compliance therewith 
by a member or by an issuer of a security regis- 
tered thereon. 


™Secrion 5 of Public No. 621, 74th Cong., added “or any un- 
dertaking contained in a registration statement as provided in 
subsection (d) of section 15 of this title.” 
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(2) After appropriate notice and opportunity 
for hearing, by order to deny, to suspend the ef- 
fective date of, to suspend for a period not ex- 
ceeding twelve months, or to withdraw, the regis- 
tration of a security if the Commission finds that 
the issuer of such security has failed to comply 
with any provision of this title or the rules and 
regulations thereunder. 

(3) After appropriate notice and opportunity 
for hearing, by order to suspend for a period not 
exceeding twelve months or to expel from a na- 
tional securities exchange any member or officer 
thereof whom the Commission finds has violated 
any provision of this title or the rules and regula- 
tions thereunder, or has effected any transaction 
for any other person who, he has reason to be- 
lieve, is violating in respect of such transaction 
any provision of this title or the rules and regula- 
tions thereunder. 

(4) And if in its opinion the public interest 
so requires, summarily to suspend trading in any 
registered security on any national securities ex- 
change for a period not exceeding ten days, or 
with the approval of the President, summarily to 
suspend all trading on any national securities ex- 
change for a period not exceeding ninety days. 

(b) The Commission is further authorized, if 
after making appropriate request in writing to a 
national securities exchange that such exchange 
effect on its own behalf specified changes in its 
rules and practices, and after appropriate notice 
and opportunity for hearing, the Commission de- 
termines that such exchange has not made the 
changes so requested, and that such changes are 
necessary or appropriate for the protection of 
investors or to insure fair dealing in securities 
traded in upon such exchange or to insure fair 


administration of such exchange, by rules or regu- 


lations or by order to alter or supplement the 
rules of such exchange (insofar as necessary or 
appropriate to effect such changes) in respect of 
such matters as (1) safeguards in respect of the 
financial responsibility of members and adequate 
provision against the evasion of financial responsi- 
bility through the use of corporate forms or special 
partnerships; (2) the limitation or prohibition of 
the registration or trading in any security within 
a specified period after the issuance or primary 
distribution thereof; (3) the listing or striking 
from listing of any security; (4) hours of trad- 
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ing; (5) the manner, method, and place of solicit- 
ing business; (6) fictitious or numbered accounts; 
(7) the time and method of making settlements, 
payments, and deliveries and of closing accounts; 
(8) the reporting of transactions on the exchange 
and upon tickers maintained by or with the con- 
sent of the exchange, including the method of re- 
porting short sales, stopped sales, sales of securi- 
ties of issuers in default, bankruptcy or receiver- 
ship, and sales involving other special circum- 
stances; (9) the fixing of reasonable rates of com- 
mission, interest, listing, and other charges; (10) 
minimum units of trading; (11) odd-lot pur- 
chases and sales; (12) minimum deposits on mar- 
gin accounts; and (13) similar matters. 

(c) The Commission is authorized and directed 
to make a study and investigation of the rules of 
national securities exchanges with respect to the 
classification of members, the methods of election 
of officers and committees to insure a fair repre- 
sentation of the membership, and the suspension, 
expulsion, and disciplining of members of such 
exchanges. The Commission shall report to the 
Congress on or before January 3, 1935, the results 
of its investigation, together with its reeommenda- 
tions. 


Liabilities of Controlling Persons 


Section 20. (a) Every person who, directly or 
indirectly, controls any person liable under any 
provision of this title or of any rule or regulation 
thereunder shall also be liable jointly and sever- 
ally with and to the same extent as such controlled 
person to any person to whom such controlled 
person is liable, unless the controlling person 
acted in good faith and did not directly or in- 
directly induce the act or acts constituting the 
violation or cause of action. 

(b) It shall be unlawful for any person, di- 
rectly or indirectly, to do any act or thing which 
it would be unlawful for such person to do under 
the provisions of this title or any rule or regula- 
tion thereunder through or by means of any other 
person. 

(c) It shall be unlawful for any director or of- 
ficer of, or any owner of any of the securities 
issued by, any issuer of any security registered on 
a national securities exchange, without just cause 
to hinder, delay, or obstruct the making or filing 
of any document, report, or information, required 
to be filed under this title or any rule or regula- 


tion thereunder or any undertaking contained jn 
a registration statement as provided in subsection 
(d) of section 15 of this title."* 


Investigations; Injunctions and Prosecution 
of Offenses 


Section 21. (a) The Commission may, in its dis- 
cretion, make such investigations as it deems neces- 
sary to determine whether any person has 
violated or is about to violate any provision of 
this title or any rule or regulation thereunder, and 
may require or permit any person to file with it a 
statement in writing, under oath or otherwise as 
the Commission shall determine, as to all the facts 
and circumstances concerning the matter to be in- 
vestigated. The Commission is authorized, in its 
discretion, to publish information concerning any 
such violations, and to investigate any facts, con- 
ditions, practices, or matters which it may deem 
necessary or proper to aid in the enforcement of 
the provisions of this title, in the prescribing of 
rules and regulations thereunder, or in securing 
information to serve as a basis for recommending 
further legislation concerning the matters to which 
this title relates. 

(b) For the purpose of any such investigation, 
or any other proceeding under this title, any mem- 
ber of the Commission or any officer designated by 
it is empowered to administer oaths and affirma- 
tions, subpena witnesses, compel their attendance, 
take evidence, and require the production of any 
books, papers, correspondence, memoranda, or 
other records which the Commission deems rele- 
vant or material to the inquiry. Such attendance 
of witnesses and the production of any such 
records may be required from any place in the 
United States or any State at any designated place 
of bearing. 

(c) In case of contumacy by, or refusal to obey 
a subpena issued to, any person, the Commission 
may invoke the aid of any court of the United 
States within the jurisdiction of which such in- 
vestigation or proceeding is carried on, or where 
such person resides or carries on business, in re- 
quiring the attendance and testimony of witnesses 
and the production of books, papers, correspond- 
ence, memoranda, and other records. And such 
court may issue an order requiring such person to 





™ Section 6 of Public No. 621, 74th Cong., added “or any un- 
dertaking contained in a registration statement as provided in 
subsection (d) of section 15 of this title.” 
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appear before the Commission or member or of- 
ficer designated by the Commission, there to pro- 
duce records, if so ordered, or to give testimony 
touching the matter under investigation or in 
question; and any failure to obey such order of 
the court may be punished by such court as a con- 
tempt thereof. All process in any such case may 
be served in the judicial district whereof such 
person is an inhabitant or wherever he may be 
found. Any person who shall, without just cause, 
fail or refuse to attend and testify or to answer 
any lawful inquiry or to produce books, papers, 
correspondence, memoranda, and other records, if 
in his power so to do, in obedience to the subpena 
of the Commission, shall be guilty of a misde- 
meanor and, upon conviction, shall be subject to 
a fine of not more than $1,000 or to imprisonment 
for a term of not more than one year, or both. 

(d) No person shall be excused from attending 
and testifying or from producing books, papers, 
contracts, agreements, and other records and docu- 
ments before the Commission, or in obedience to 
the subpena of the Commission or any member 
thereof or any officer designated by it, or in any 
cause or proceeding instituted by the Commission, 
on the ground that the testimony or evidence, 
documentary or otherwise required of him may 
tend to incriminate him or subject him to a penalty 
or forfeiture; but no individual shall be prose- 
cuted or subject to any penalty or forfeiture for 
or on account of any transaction, matter, or thing 
concerning which he is compelled, after having 
claimed his privilege against self-incrimination, to 
testify or produce evidence, documentary or other- 
wise except that such individual so testifying shall 
not be exempt from prosecution and punishment 
for perjury committed in so testifying. 

(e) Whenever it shall appear to the Commis- 
sion that any person is engaged or about to engage 
in any acts or practices which constitute or will 
constitute a violation of the provisions of this title, 
or of any rule or regulation thereunder, it may in 
its discretion bring an action in the proper district 
court of the United States, the Supreme Court of 
the District of Columbia, or the United States 
courts of any Territory or other place subject to 
the jurisdiction of the United States, to enjoin 
such acts or practices, and upon a proper showing 
a permanent or temporary injunction or restrain- 
ing order shall be granted without bond. The 
Commission may transmit such evidence as may be 
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available concerning such acts or practices to the 
Attorney General, who may, in his discretion, in- 
stitute the necessary criminal, proceedings under 
this title. 

(f) Upon application of the Commission the 
district courts of the United States, the Supreme 
Court of the District of Columbia, and the United 
States courts of any Territory or other place sub- 
ject to the jurisdiction of the United States, shall 
also have jurisdiction to issue writs of mandamus 
commanding any person to comply with the pro- 
visions of this title or any order of the Commis- 
sion made in pursuance thereof or with any 
undertaking contained in a registration statement 
as provided in subsection (d) of section 15 of this 
title.* 

Hearings by Commission 


Secrion 22. Hearings may be public and may 
be held before the Commission, any member or 
members thereof, or any officer or officers of the 
Commission designated by it, and appropriate 
records thereof shall be kept. 


Rules and Regulations; Annual Reports 


Section 23. (a) The Commission and the Board 
of Governors of the Federal Reserve System shall 
each have power to make such rules and regula- 
tions as may be necessary for the execution of 
the functions vested in them by this title, and may 
for such purpose classify issuers, securities, ex- 
changes, and other persons or matters within their 
respective jurisdictions. No provision of this title 
imposing any liability shall apply to any act done 
or omitted in good faith in conformity with any 
rule or regulation of the Commission or the Board 
of Governors of the Federal Reserve System, not- 
withstanding that such rule or regulation may, 
after such act or omission, be amended or re- 
scinded or be determined by judicial or other au- 
thority to be invalid for any reason."* 

% Section 7 of Public No. 621, 74th Cong., added “or any un- 
dertaking contained in a registration statement as provided in 
subsection (d) of section 15 of this title.” 

™% Subsection (a) was amended by section 8 of Public No. 621, 
74th Cong. Prior to such amendment subsection (a) read as 
follows: 

(a) The Commission and the Federal Reserve Board shall 
each have power to make such rules and regulations as may 
be necessary for the execution of the functions vested in 
them by this title, and may for such purpose classify issuers, 


securities, exchanges, and other persons or matters within 
their respective jurisdictions. 








324 


(b) The Commission and the Federal Reserve 
Board, respectively, shall include in their annual 
reports to Congress such information, data, and 
recommendation for further legislation as they 
may deem advisable with regard to matters with- 
in their respective jurisdictions under this title. 


Information Filed With the Commission 


Section 24. (a) Nothing in this title shall be 
construed to require, or to authorize the Commis- 
sion to require, the revealing of trade secrets or 
processes in any application, report, or document 
filed with the Commission under this title. 

(b) Any person filing any such application, re- 
port, or document may make written objection to 
the public disclosure of information contained 
therein, stating the grounds for such objection, 
and the Commission is authorized to hear objec 
tions in any such case where it deems it advisable. 
The Commission may, in such cases, make avail- 
able to the public the information contained in 
any such application, report, or document only 
when in its judgment a disclosure of such infor- 
mation is in the public interest; and copies of in- 
formation so made available may be furnished to 
any person at such reasonable charge and under 
such reasonable limitations as the Commission 
may prescribe. 

(c) It shall be unlawful for any member, offi- 
cer, or employee of the Commission to disclose to 
any person other than a member, officer, or em- 
ployee of the Commission, or to use for personal 
benefit, any information contained in any applica- 
tion, report, or document filed with the Commis- 
sion which is not made available to the public pur- 
suant to subsection (b) of this section: Provided, 
That the Commission may make available to the 
Federal Reserve Board any information requested 
by the Board for the purpose of enabling it to per- 
form its duties under this title. 


Court Review of Orders 


Section 25. (a) Any person aggrieved by an 
order issued by the Commission in a proceeding 
under this title to which such person is a party 
may obtain a review of such order in the Circuit 
Court of Appeals of the United States, within 
any circuit wherein such person resides or has his 
principal place of business, or in the Court of Ap- 
peals of the District of Columbia, by filing in such 
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court, within sixty days after the entry of such 
order, a written petition praying that the order 
of the Commission be modified or set aside in 
whole or in part. A copy of such petition shal] 
be forthwith served upon any member of the 
Commission, and thereupon the Commission shal] 
certify and file in the court a transcript of the 
record upon which the order complained of was 
entered. Upon the filing of such transcript such 
court shall have exclusive jurisdiction to affirm, 
modify, and enforce or set aside such order, in 
whole or in part. No objection to the order of 
the Commission shall be considered by the court 
unless such objection shall have been urged before 
the Commission. The finding of the Commission 
as to the facts, if supported by substantial evi- 
dence, shall be conclusive. If either party shall 
apply to the court for leave to adduce additional 
evidence, and shall show to the satisfaction of the 
court that such additional evidence is material 
and that there were reasonable grounds for fail- 
ure to adduce such evidence in the hearing before 
the Commission, the court may order such addi- 
tional evidence to be taken before the Commission 
and to be adduced upon the hearing in such man- 
ner and upon such terms and conditions as to the 
court may seem proper. The Commission may 
modify its findings as to the facts, by reason of 
the additional evidence so taken, and it shall file 
such modified or new findings, which, if sup- 
ported by substantial evidence, shall be conclu- 
sive, and its recommendation, if any, for the mod- 
ification or setting aside of the original order. 
The judgment and decree of the court, affirming, 
modifying, and enforcing or setting aside, in 
whole or in part, any such order of the Commis- 
sion, shall be final, subject to review by the Su- 
preme Court of the United States upon certiorari 
or certification as provided in sections 239 and 240 
of the Judicial Code, as amended (U. S. C., title 
28, secs. 346 and 347). 

(b) The commencement of proceedings under 
subsection (a) shall not, unless specifically or- 
dered by the court, operate as a stay of the Com- 
mission's order. 


Unlawful Representations 


Section 26. No action or failure to act by the 
Commission or the Federal Reserve Board, in the 
administration of this title shall be construed to 
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mean that the particular authority has in any way 
passed upon the merits of, or given approval to, 
any security or any transaction or transactions 
therein, nor shall such action or failure to act 
with regard to any statement or report filed with 
or examined by such authority pursuant to this 
title or rules and regulations thereunder, be 
deemed a finding by such authority that such 
statement or report is true and accurate on its 
face or that it is not false or misleading. It shall 
be unlawful to make, or cause to be made, to any 
prospective purchaser or seller of a security any 
representation that any such action or failure to 
act by any such authority is to be so construed or 
has such effect. 


Jurisdiction of Offenses and Suits 


Section 27. The district courts of the United 
States, the Supreme Court of the District of Co- 
lumbia, and the United States courts of any Ter- 
ritory or other place subject to the jurisdiction of 
the United States shall have exclusive jurisdiction 
of violations of this title or the rules and regula- 
tions thereunder, and of all suits in equity and 
actions at law brought to enforce any liability or 
duty created by this title or the rules and regula- 
tions thereunder. Any criminal proceeding may 
be brought in the district wherein any act or 
transaction constituting the violation occurred. 
Any suit or action to enforce any liability or duly 
created by this title or rules and regulations there- 
under, or enjoin any violation of such title or rules 
and regulations, may be brought in any such dis- 
trict or in the district wherein the defendant is 
found or is an inhabitant or transacts business, 
and process in such cases may be served in any 
other district of which the defendant is an inhab- 
itant or wherever the defendant may be found. 
Judgments and decrees so rendered shall be sub- 
ject to review as provided in sections 128 and 240 
of the Judicial Code, as amended (U. S. C., title 
28, secs. 225 and 347). No costs shall be assessed 
for or against the Commission in any proceeding 
under this title brought by or against it in the 
Supreme Court or such other courts. 


Effect on Existing Law 


Section 28. (a) The rights and remedies pro- 
vided by this title shall be in addition to any and 
all other rights and remedies that may exist at 
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law or in equity ; but no person permitted to main- 
tain a suit for damages under the provisions of 
this title shall recover, through satisfaction of 
judgment in one or more actions, a total amount 
in excess of his actual damages on account of the 
act complained of. Nothing in this title shall af- 
fect the jurisdiction of the securities commission 
(or any agency or officer performing like func- 
tions) of any State over any security or any per- 
son insofar as it does not conflict with the provi- 
sions of this title or the rules and regulations 
thereunder. 

(b) Nothing in this title shall be construed to 
modify existing law (1) with regard to the bind- 
ing effect on any member of any exchange of any 
action taken by the authorities of such exchange 
to settle disputes between its members, or (2) 
with regard to the binding effect of such action 
on any person who has agreed to be bound thereby, 
or (3) with regard to the binding effect on any 
such member of any disciplinary action taken by 
the authorities of the exchange as a result of vio- 
lation of any rule of the exchange, insofar as the 
action taken is not inconsistent with the pro- 
visions of this title or the rules and regulations 
thereunder. 


Validity of Contracts 


Section 29. (a) Any condition, stipulation, or 
provision binding any person to waive compli- 
ance with any provision of this title or of any 
rule or regulation thereunder, or of any rule of 
an exchange required thereby shall be void. 

(b) Every contract made in violation of any 
provision of this title or of any rule or regulation 
thereunder, and every contract (including any 
contract for listing a security on an exchange) 
heretofore or hereafter made the performance of 
which involves the violation of, or the continu- 
ance of any relationship or practice in violation 
of, any provision of this title or any rule or regu- 
lation thereunder, shall be void (1) as regards 
the rights of any person who, in violation of any 
such provision, rule, or regulation, shall have 
made or engaged in the performance of any such 
contract, and (2) as regards the rights of any 
person who, not being a party to such contract, 
shall have acquired any right thereunder with 
actual knowledge of the facts by reason of which 
the making or performance of such contract was 
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in violation of any such provision, rule, or regu- 
lation: Provided, (A) That no contract shall be 
void by reason of this subsection because of any 
violation of any rule or regulation prescribed 
pursuant to paragraph (2) or (3) of subsection 
(c) of section 15 of this title, and (B) that no 
contract shall be deemed to be void by reason of 
this subsection in any action maintained in reli- 
ance upon this subsection, by any person to or 
for whom any broker or dealer sells, or from or 
for whom any broker or dealer purchases, a secu- 
rity in violation of any rule or regulation pre- 
scribed pursuant to paragraph (1) of subsection 
(c) of section 15 of this title, unless such action 
is brought within one year after the discovery 
that such sale or purchase involves such violation 
and within three years after such violation.” 

(c) Nothing in this title shall be construed (1) 
to affect the validity of any loan or extension of 
credit (or any extension or renewal thereof) made 
or of any lien created prior or subsequent to the 
enactment of this title, unless at the time of the 
making of such loan or extension of credit (or 
extension or renewal thereof) or the creating of 
such lien, the person making such loan or ex- 
tension of credit (or extension or renewal thereof) 
or acquiring such lien shall have actual knowledge 
of facts by reason of which the making of such 
loan or extension of credit (or extension or re- 
newal thereof) or the acquisition of such lien is 
a violation of the provisions of this title or any 
rule or regulation thereunder, or (2) to afford a 
defense to the collection of any debt or obligation 
or the enforcement of any lien by any person 
who shall have acquired such debt, obligation, or 
lien in good faith for value and without actual 
knowledge of the violation of any provision of 
this title or any rule or regulation thereunder 
affecting the legality of such debt, obligation, or 
lien. 


Foreign Securities Exchanges 


Section 30. (a) It shall be unlawful for any 
broker or dealer, directly or indirectly, to make 
use of the mails or of any means or instrumental- 
ity of interstate commerce for the purpose of 
effecting on an exchange not within or subject to 
the jurisdiction of the United States, any trans- 
action in any security the issuer of which is a 


™ The proviso was added by section 3 of Public No. 719, 75th 
Cong. 
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resident of, or is organized under the laws of, or 
has its principal place of business in, a place 
within or subject to the jurisdiction of the United 
States, in contravention of such rules and regula- 
tions as the Commission may prescribe as neces- 
sary or appropriate in the public interest or for 
the protection of investors:or to prevent the 
evasion of this title. 

(b) The provisions of this title or of any rule 
or regulation thereunder shall not apply to any 
person insofar as he transacts a business in secu- 
rities without the jurisdiction of the United States, 
unless he transacts such business in contravention 
of such rules and regulations as the Commission 
may prescribe as necessary or appropriate to pre- 
vent the evasion of this title. 


Registration Fees 

Section 31. Every national securities exchange 
shall pay to the Commission on or before March 
15 of each calendar year a registration fee for the 
privilege of doing business as a national securities 
exchange during the preceding calendar year or 
any part thereof. Such fee shall be in an amount 
equal to one five-hundredths of 1 per centum of 
the aggregate dollar amount of the sales of secu- 
rities (other than securities which are direct ob- 
ligations of or obligations guaranteed as to prin- 
cipal or interest by the United States or such 
securities issued or guaranteed by corporations 
in which the United States has a direct or an in- 
direct interest as shall be designated for exemp- 
tion from the provisions of this section by the 
Secretary of the Treasury) * transacted on such 
national securities exchange during the preceding 
calendar year and subsequent to its registration as 
a national securities exchange. 


Penalties 


Secrion 32. (a) Any person who willfully vio- 
lates any provision of this title, or any rule or 
regulation thereunder the violation of which is 
made unlawful or the observance of which is re- 
quired under the terms of this title, or any per- 
son who willfully and knowingly makes, or 
causes to be made, any statement in any applica- 
tion, report, or document required to be filed under 
this title or any rule or regulation thereunder or 
any undertaking contained in a registration state- 





%* The matter in parentheses was added by Public No. 258, 78th 
Cong. 
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ment as provided in subsection (d) of section 15 
of this title”® which statement was false or mis- 
leading with respect to any material fact, shall 
upon conviction be fined not more than $10,000, 
or imprisoned not more than two years, or both, 
except that when such person is an exchange, a 
fine not exceeding $500,000 may be imposed; but 
no person shall be subject to imprisonment under 
this section for the violation of any rule or regu- 
lation if he proves that he had no knowledge of 
such rule or regulation. 

(b) Any issuer which fails to file information, 
documents, or reports pursuant to an undertaking 
contained in a registration statement as provided 
in subsection (d) of section 15 of this title shall 
forfeit to the United States the sum of $100 for 
each and every day such failure to file shall con- 
tinue. Such forfeiture, which shall be in lieu 
of any criminal penalty for such failure to file 
which might be deemed to arise under subsection 
(a) of this section, shall be payable into the 
Treasury of the United States and shall be re- 
coverable in a civil suit in the name of the United 
States.” 

*SecTion 9 of Public No. 621, 74th Cong., added “or any un- 
dertaking contained in a registration statement as provided in 
subsection (d) of section 15 of this title.” 


®Subsec on (b) was added by section 9 of Public No. 621, 74th 
Cong 


(c) The provisions of this section shall not 
apply in the case of any violation of any rule or 
regulation prescribed pursuant to paragraph (3) 
of subsection (c) of section 15 of this title, except 
a violation which consists of making, or causing 
to be made, any statement in any report or docu- 
ment required to be filed under any such rule or 
regulation, which statement was at the time and 
in the light of the circumstances under which it 
was made false or misleading with respect to any 
material fact.” 


Separability of Provisions 


Section 33. If any provision of this act, or the 
application of such provision to any person or 
circumstances, shall be held invalid, the remainder 
of the act, and the application of such provision 
to persons or circumstances other than those as 
to which it is held invalid, shall not be affected 
thereby. 

Effective Date 


Secrion 34. This act shall become effective on 
July 1, 1934, except that sections 6 and 12 (b), 
(c), (d), and (e) shall become effective on Sep- 
tember 1, 1934; and sections 5, 7, 8, 9 (a) (6), 10, 
11, 12 (a), 13, 14, 15, 16, 17, 18, 19, and 30 shall 
become effective on October 1, 1934. 


™ Subsection (c) was added by section 4 of Public No. 719, 75th 
Cong. 
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SECURITIES AND ExCHANGE COMMISSION—EXPLANATION OF AMENDMENTS TO 
SECURITIES EXCHANGE AcT oF 1934 


GENERAL OBJECTIVE OF STATUTE 


The general objective of the Securities Exchange Act of 1934 is to protect 
the public and investors against malpractices in the securities and financial] 
markets. The statute provides for disclosure of information concerning securi- 
ties listed on exchanges and for the regulation of trading in securities on ex- 
changes and in over-the-counter markets. The statute contains provisions for 
enforcement by the Commission through administrative and injunctive actions 
and for the referral of information concerning violations to the Department of 
Justice for criminal prosecution. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities 
and Exchange Commission. A substantial number of the proposed amendments 
are designed to make the Commission’s enforcement activities more effective by 
providing additional remedies and eliminating or minimizing various problems 
which have come to light in the course of Commission enforcement over the past 
several years. Some of the proposed amendments are designed simply to ree- 
ognize changes that have taken place since the original adoption of the statute. 

In brief, the more significant of the proposed amendments would (1) clarify 
and strengthen the statutory provisions relating to manipulation and to the 
financial responsibility of brokers and dealers: (2) authorize the Commission 
by rule to regulate the borrowing, holding, or lending of customers’ securities 
by a broker or dealer; (3) make it clear that attempts to purchase or sell 
securities are covered by the antifraud provisions of the statute; (4) revise 
the provisions relating to broker and dealer registration with respect to (a) 
the basis on which action for denial or revocation may be taken, (b) the sane- 
tions which may be imposed by the Commission, (¢) the conditions under which 
an application for registration may be withdrawn, and (d) the postponement 
of the effectiveness of an application for registration; (5) prohibit trading in 
a security in the over-the-counter market for limited periods where the public 
interest and the protection of investors so requires; (6) clarify the Commis- 
sion’s authority to suspend a security from exchange trading where there has 
been a failure to comply with the act and where otherwise necessary in the 
public interest; (7) authorize the Commission to suspend or withdraw the 
registration of a securities exchange when the exchange has ceased to meet 
the requirements for original registration; (8) implement the injunctive pro- 
visions of the statute and make it clear that a showing of past violations is a 
sufficient basis for injunctive relief and also that aiders and abettors may be 
responsible in civil and administrative proceedings: (9) provide that an in- 
solvent broker or dealer may be adjudicated a bankrupt in an injunctive pro- 
ceeding instituted by the Commission; (10) make it a violation of this act to 
embezzle moneys or securities entrusted to the care of an exchange member or 
a registered broker or dealer: and (11) provide for a forfeiture of $100 for each 
day that any report required under the act is delinquent. 

The provisions of each section are explained more fully below. 


EXPLANATION BY SECTIONS 


Section 1. Modification of definition of term “member” of an exchange 


Present law.—Section 3(a)(3) of the act defines the term “member” of an 
exchange and expressly includes each partner of a member firm but does not 
include officers and directors of a member corporation. 

Problem.—Since national securities exchanges now provide for corporate 
memberships, the Commission believes that officers and directors of a member 
corporation should be required to meet the same standards and be subject to the 
same sanctions as partners of a member firm. 

Remedy in the bill—To accomplish the foregoing result, it is proposed to 
amend the definition of the term “member” to include any officer or director of 
any member firm, organization, or corporation. Since stockholders of corporate 
members are not included within the definition of “member” it is also proposed 
to exclude limited partners from the definition. 
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Section 2. Elimination of references to the Philippine Islands and Alaska in the 
definition of “State” 

Present law.—Section 3(a) (16) of the act defines the term “State” to include 
eny State of the United States and in addition, among others, the Philippine 
Islands and Alaska. 

Problem.—The Philippine Islands are no longer a possession and Alaska is 
now a State. 

Remedy in the bill—The amendment would delete these references. 


Section 3. Extension of time in which Commission may grant or deny applica- 
tion for registration of an exchange 

Present law.—Section 6 of the act provides for the registration of securities 
exchanges. It requires the applicant exchange to file certain agreements and 
certain information, and it further provides, as a condition to registration, that 
it must appear to the Commission that the exchange is so organized as to be 
able to comply with the act and the Commission's rules thereunder and that the 
rules of the exchange are just and adequate to insure fair dealing and to pro- 
tect investors. Subsection (e) provides that the Commission shall enter an 
order either granting or denying registration within 30 days after the applica- 
tion is filed. Denial of registration must be preceded by “appropriate notice and 
opportunity for hearing.” 

Problem.—The requirement that an order denying registration of an exchange 
must be entered within 30 days after the application is filed has created serious 
administrative difficulties. It has meant that within that 30-day period the 
Commission must examine the application to determine whether the rules of the 
exchange meet the statutory standards, conduct an investigation, order a hear- 
ing (allowing adequate notice), conduct a hearing, review the record, and enter 
an order, all in accordance with the Administrative Procedure Act; and it must 
also prepare an opinion where this is appropriate. 

Remedy in the bill—lIt is proposed to amend subsection (e) of section 6 to 
change from 30 to 90 days the period within which the Commission’s order 
granting or denying registration must be entered. 


Section 4. Clarification and exrtension of coverage under margin requirements 


Present law.—Section 7(c), which deals with the extension of credit on secu- 
rities, now applies only to members of a national securities exchange and to 
brokers and dealers who transact a business in securities through the medium 
of any such member. 

Problem.—Under section 15 of the act, brokers and dealers in the over-the- 
counter market must register as a condition to using the mails and facilities of 
interstate commerce. Most registered over-the-counter brokers and dealers do 
some business through the medium of exchange members. Technical questions 
have arisen as to how much business must be transacted in order to constitute 
transacting a business in securities through the medium of an exchange member. 

Remedy in the bill—tIn order to obviate the question, it is proposed to amend 
section 7(c) so that these sections will also apply to registered brokers and 
dealers. 

As noted below, this same problem is also presented by the provisions of sec- 
tions 8 11(d), and 14(b) of the statute and a comparable amendment is 
proposed. 


Section 5 


To meet the problem discussed under section 4 above, it is proposed to make 
section 8 of the act, dealing with financial responsibility, applicable to registered 
brokers and dealers. 


Section 6. Integration and expansion of coverage under financial responsibility 
requirements 

Present law.—Section 8(b) is intended to require a broker to limit his aggre- 
gate indebtedness so that it will not exceed 2,000 percent of his net capital 
or such lesser figure as may be prescribed by rules of the Commission. 

Under section 15(¢) (3) of the statute the Commission has general rulemaking 
power to provide safeguards with respect to the financial responsibility of over- 
the-counter brokers and dealers. Pursuant to this section the Commission has 
adopted rule 15¢3-1 (17 CFR 240.15¢3-1), which has the same purpose as section 
S(b) but which specifies in detail what is to be included in the concepts of 
aggregate indebtedness and net capital. 
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Problem.—Section 8(b) is ambiguous and not effective as it stands. It takes 
into account aggregate indebtedness arising only in the ordinary course of 
business as a broker (not dealer), and some question has been raised as to 
the scope of the Commission's rulemaking power under this section. 

Even rule 15c3-1 is not fully adequate because section 15(c) (3) is applicable 
only when the broker or dealer is effecting, inducing, or attempting to induce 
a transaction in the over-the-counter market. The rule cannot be made appli- 
cable when a broker or dealer effects a transaction on a national securities 
exchange. 

Remedy to the bill.—It is proposed to transfer to section 8(b) the provision 
relating to the financial responsibility of brokers and dealers which now appears 
in section 15(¢c)(3) of the act, so that regulations under the new section could 
be applicable no matter where the transaction is effected. 

The Commission’s rule 15c3-1 now exempts the members of all exchanges 
whose rules have been found by the Commission to impose requirements more 
comprehensive than the Commission’s requirements, and no change in this 
regard is contemplated. 


~ 


Section 7. Tightening of the provisions relating to the handling of customers’ 
securities 

Present law.—Section 8(d) makes it unlawful for a member, broker, or dealer 
to lend a customer's security without the written consent of such customer. 

Problem.—Section 8(d) does not provide for the segregation of customers’ 
fully paid securities or excess collateral. Some stock exchanges have rules 
which require members to segregate customers’ fully paid securities and excess 
collateral, but they do not apply to brokers or dealers who are not members 
of such exchanges. 

Remedy in the bill.—It is proposed to amend section 8(d) so as to make it 
unlawful for members, brokers, and dealers to borrow, lend or hold customers’ 
securities in contravention of rules and regulations prescribed by the Commis- 
sion to provide safeguards with respect to securities carried for the accounts of 
customers. 


Section 8. Tighten antimanipulation provisions relating to “matched orders” 


Present law.—Section 9(a) deals with the manipulation of the prices of 
securities which are registered on national securities exchanges. Clauses (B) 
and (C) of section 9(a)(1) prohibit manipulation by the use of what are 
commonly known as “matched orders.” 

Problem.—Section 9(a)(1) is designed to prohibit manipulation by arrange- 
ments, perhaps among confederates or coconspirators, to enter, by and sell 
orders at substantially the same time for the purpose of creating a false appear- 
ance of activity and influencing the price. In order to come within the pro- 
hibition, however, the section now requires that the orders must be of substan- 
tially the same size, entered at substantially the same time, and at substantially 
the same price. In Wright v. S.E.C. (112 F. 2d 89 (C.A. 2, 1940) ), the court 
gave a restrictive interpretation to the phrase “of substantially the same size,” 
which has precluded subsequent reliance on the statutory prohibitions against 
manipulation by “matched orders.” In view of the fact that stock exchange 
rules and practices normally result in orders being executed in 100-share 
lots, the overall size of the buy and sell orders placed by a manipulator at a 
given time does not determine the effectiveness or misleading character of the 
manipulation by “matched orders.” 

Remedy in the bill.—It is proposed to delete the phrase “of substantially the 
same size”, without changing the other requirements of section 9(a) (1), includ- 
ing the requirement that activity, in order to constitute a violation, must be for 
the purpose of creating a false or misleading appearance of active trading in 
the security or a false or misleading appearance with respect to its market. 


Section 9. Tighten general antimanipulation provisions and those relating to 
stabilization 


Present law.—Section 9(a)(2) contains the more general antimanipulative 
provisions of the section. Section 9(a)(6) authorizes the Commission by rule 
to regulate the related problem of stabilization of securities. 

Problem.—As they stand, each of these subsections now requires proof of a 
series of transactions. The more detailed rules of the Commission with ref- 
erence to manipulation and stabilization which have been adopted pursuant to 
the general antifraud and antimanipulative provisions of the act in section 
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10(b) apply to individual manipulative or stabilizing transactions, without 
requiring proof of a series of such transactions. Experience has shown that, 
where the price at which a large distribution of securities is going to be made 
is keyed to the market price existing at the commencement of the distribution, 
as is commonly the case, even one manipulative transaction can affect the 
overall price paid by the public and received by the distributors by many 
thousands of dollars. 

Remedy in the bill—lIt is proposed to make sections 9(a)(2) and 9(a) (6) 
applicable where one or more manipulative or stabilizing transactions is effected. 
The proposal merely involves the codification in the statute of a principle 
already in effect under the Commission's rules relating to a manipulation and 
stabilization. 

Section 10. Clarification of general antifraud provisions 

Present law.—Section 10 contains prohibitions against effecting short sales 
and against engaging in manipulative or deceptive activities in the purchase 
or sale of securities, in contravention of Commission rules. Subsection (b) 
now applies to manipulative or deceptive activities in connection with the 
purchase or sale of any security. 

Problem.—The statute should be amended to make it entirely clear (1) that 
section 10(b) covers the so-called front money racket, that is, obtaining money 
from an issuer for alleged services in arranging an underwriting or financing 
for the issuer, without actually intending to or being in a position to arrange 
the proposed underwriting or financing, and (2) that the section reaches 
manipulative and deceptive activities in connection with attempts to buy or 
sell securities as well as in connection with consummated transactions. 

Remedy in the bill—lIt is proposed to make section 10(b) also applicable to 
manipulative activities in connection with any attempt to purchase or sell 
any security. 





Section 11. Extending coverage of prohibitions relating to extension of credits 
by members, brokers, and dealers on new security issues and of require- 
ments for disclosure of capacity 


Present law.—Section 11(d) of the act prohibits a person who is a broker 
and a dealer (1) from extending credit to a customer on any security which 
is part of a new issue where, within 30 days, he participated in the distribution 
of such issue as a member of a selling syndicate or group, and (2) from effecting 
a transaction with a customer unless he discloses the capacity in which he is 
acting. 

Problem.—The requirement that the prohibition against credit extension be 
applicable only to persons engaged in business both as a broker and a dealer 
was written into section 11 because it appeared that the combination of the 
broker and dealer functions in the same person made it possible for a dealer 
who has undertaken to distribute securities to the public to induce his broker- 
age customers to buy the securities by offering to extend credit on them; see 
House Report No. 1388, April 27, 1934, to accompany H.R. 9823, 73d Congress, 
2d session, page 22. At that time the Congress contemplated the possibility 
of complete segregation of the broker and dealer functions and directed the 
Commission, in subsection (e), to make a study of the problem. 

In 1936 the Commission submitted its report to the Congress on “the Feasibility 
and Advisability of the Complete Segregation of the Functions of Dealer and 
Broker,” in which it advised against a requirement of complete segregation of 
such functions. Separation of functions no longer appears to be pertinent to the 
problem of extension of credit on new issues of securities. 

Remedy in the bill.—It is proposed in the amended section to make such section 
applicable to members, dealers, and brokers, whether or not they combine the two 
functions. 


Section 12 
To meet the problem discussed under section 4 above, it is proposed to make 


section 14(b) of the act, dealing with the giving of proxies in respect of cus- 
tomers’ securities, applicable to registered brokers and dealers. 


Section 13. Tightening provisions relating to denial or revocation of registration 
of brokers and dealers 


Present law.—In general, section 15(b) of the act provides for the registration 
of brokers and dealers and for the denial, revocation, withdrawal, and cancella- 
tion of such registration. 
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The fourth paragraph of section 15(b) provides that the Commission shall, 
after appropriate notice and opportunity for hearing, deny or revoke the regis- 
tration of any broker or dealer if it tinds that such denial or revocation is in the 
public interest and that such broker or dealer, or any person directly or indirectly 
controlling or controlled by such broker or dealer, is subject to certain specified 
disqualifications. Procedurally it also provides, among other things, that pending 
final determination whether any registration shall be denied, the Commission 
may by order postpone the effective date of registration for a period not to 
exceed 15 days, but if, after appropriate notice and opportunity for hearing, it 
appears to the Commission to be necessary or appropriate in the public interest 
or for the protection of investors to postpone the effective date of registration 
until final determination, the Commission shall so order. 

The disqualifications which are the basis for denial or revocation of registra- 
tion are contained in clauses (A) to (D) inclusive. Clause (B) sets out a disqual- 
ification consisting of conviction within 10 years of a felony or misdemeanor 
“involving the purchase or sale of any security or arising out of the conduct of 
the business of a broker or dealer.” Clause (() makes certain injunctions a 
basis for denial or revocation. Clause (D) provides a disqualification for will- 
ful violations of the Securities Act of 1933 and the Securities Exchange Act of 
1934. 

Problem.—(1) Persons convicted of certain crimes not now covered in clause 
(B) should also be ineligible for registration when the Commission finds it is 
in the public interest to deny or revoke registration. Clause (B) should conse- 
quently be broadened. 

Remedy in the bill—(1) It is proposed that clause (B) be amended so that 
conviction of any felony or misdemeanor which the Commission finds arises out 
of the conduct of the business of an investment adviser, or involves embezzle- 
ment, fraudulent conversion, or misappropriation of funds, securities, or other 
property, or involves a violation of the mail fraud statute, shall also be a basis 
for denial, suspension, or revocation of registration. 

Problem.—(2) An injunction arising out of the conduct ot business of a broker 
or dealer or an investment adviser, which is not now covered by clause (C), 
should also constitute a disqualification, so that the Commission can determine 
whether it is in the public interest for the person involved to be permitted to 
engage, or continue, in the securities business. 

Remedy in the bill—(2) It is recommended that clause (C) be expanded so 
that it includes an injunction arising out of the conduct of the business of a 
broker, dealer, or investment adviser. 

Problem.—(3) Clause (D) does not provide a disqualification when the Com- 
mission finds that there has been a willful violation of the Investment Advisers 
Act of 1940. The Commission, here too, should be permitted to determine 
whether such a violator may consistent with the public interest engage in the 
securities business. 

Remedy in the bill—(3) It is proposed that clause (ID) be amended to provide 
that willful violation of the Investment Advisers Act of 1940, or any rule or 
regulation adopted thereunder, also constitutes a basis for denial, suspension, or 
revocation of registration. 

Problem.—(4) Section 15(b) provides only one ultimate sanction in connec- 
tion with an effective registration, namely, revocation. When, in the Commis- 
sion’s opinion, this sanction is too drastic, the Commission should be authorized 
to impose the sanction of suspension. Section 15(b) now provides for suspen- 
sion but only pending final determination in certain situations. Sections 15A(1)- 
(2) and 19(a)(3) authorize the Commission to impose a sanction of suspension 
(as an alternative to expulsion) upon a member of a registered securities associ- 
ation or national securities exchange under certain conditions. It is believed 
that if a similar flexibility in the imposition of sanctions is provided for in section 
15(b) the purposes and provisions of the section could be more effectively 
enforced. 

Remedy in the bill_—(4) It is proposed that section 15(b) be amended to give 
the Commission authority to impose a sanction of suspension where it believes 
that the more drastic sanction of revocation of registration is not necessary. 

Problem.—(5) The present provision with respect to the temporary postpone- 
ment of effectiveness of a registration when the Commission proposes to institute 
proceedings to determine whether to deny registration has proved administra- 
tively unworkable. Under the statute an application for registration becomes 
effective 30 days after filing, and the Commission may postpone effectiveness an 
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additional 15 days. Where the Commission has instituted a denial proceeding 
it may postpone effectiveness until final determination only after hearing. Con- 
sequently when the Commission institutes a denial proceeding it now can post- 
pone effectiveness until final determination only if, within 45 days after the 
filing of the application, it issues a notice and order for hearing, conducts the 
hearing, reviews the record, and issues its order of postponement. It frequently 
becomes a practical impossibility to give adequate notice of the hearing, conduct 
the hearing, review the record, and enter an order within this limited period. 
Furthermore, if such an effort were undertaken it would ordinarily be necessary 
to duplicate the conduct of hearings and the taking of evidence on both the post- 
ponement question and the ultimate denial question. 

Remedy in the bill—(5) It is proposed to amend section 15(b) to authorize 
the Commission to extend from 15 to 90 days the period during which it can 
postpone the effective date of registration. In a period of this length, the Com- 
mission could ordinarily conduct its proceeding to determine whether registra- 
tion should be denied. 

Problem.—(6) Section 15(b) authorizes the Commission to subject withdrawal 
of registration to terms and conditions deemed necessary in the public interest 
or for the protection of investors, but does not provide the conditions under 
which an application for registration may be withdrawn. 

Remedy in the bitl—(6) It is proposed to amend section 15(b) to codify the 
existing administrative practice by providing that an application for registra- 
tion may be withdrawn only with the consent of the Commission if the request to 
withdraw the application is received by the Commission after it has commenced 
a proceeding to deny registration. Aside from the wasted administrative 
energies and expense that might be involved if withdrawal of an application for 
registration were allowed after a proceeding is begun, it is usually important to 
complete the proceeding and make a determination as to whether a statutory 
disqualification exists because it may be impossible at a later date, when a new 
application is filed, to obtain the witnesses or evidence to establish the 
disqualification. 


Section 14. Prohibition against over-the-counter trading in a “when issued” or 
“when distributed” basis in contravention of the Commission's rules 


Present law.—Section 12(d) gives the Commission authority to deal by rule 
with the problems of so-called when-issued trading on a national securities 
exchange (trading in a security prior to its issuance under contracts providing 
for delivery and settlement “‘when, as, and if” the security is issued). 

Problem.—This provision does not apply to trading over the counter. 

Remedy in the bill.—It is proposed that the Commission be given express rule- 
making authority with respect to “‘when issued” and “when distributed” trading 
in the over-the-counter markets. This would be done in a new section 15(c) (3). 

The present section 15(c) (3), which relates to the financial responsibility of 
brokers and dealers, would no longer be necessary as a separate provision since 
it is now proposed to deal with that subject matter in section 8(b), as explained 
earlier. 


Section 15. Extension of the Commission’s authority to suspend trading to the 
over-the-counter markets 


Present law.—Section 19(a)(4) authorizes the Commission, under certain 
stated conditions, summarily to suspend trading, for specified periods, in any 
security registered on a national securities exchange. 

Problem.—Section 19(a) (4) applies only to trading on a national exchange 
and the Commission has no comparable statutory power as to securities traded 
only in the over-the-counter market. 

Remedy in the bill.—It is proposed to add a new section 15(c) (4) which will 
grant the Commission authority summarily to suspend trading in a security in 
over-the-counter markets similar to the authority to suspend trading on an 


exchange granted in the proposed amendment to section 19(a) (4). See section 
20 below. 


Section 16. Addition of express provisions relating to jurisdiction to determine 
responsibility for violations in administrative proceedings 
Present law.—Section 15A(b) (4) now provides, in general, that a person who 
Was the cause of the entry of an order of suspension, expulsion, denial or revo- 
cation, against a broker or dealer, shall be ineligible for membership in a na- 
tional securities association, and shall be barred from employment by such a 
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member in certain capacities, unless the Commission otherwise directs, in the 
public interest. 

Problems.—The statute is silent as to when, how, and by whom this deter- 
mination of “causation” is to be made, and the decision in Wallach v. S.E.C, 
(202 F. 2d 462 (C.A. D.C. 1953) ), has raised some doubt as to the proper course 
to be followed in determining this issue. 

Remedy in the bill.—It is proposed to provide expressly in section 15A(b) (4) 
that the Commission, or the association or exchange entering the order in ques- 
tion, shall have jurisdiction to determine who was a cause of its order, and to 
provide for appropriate notice and hearing on the question of causation. 


Section 17. Provision for review by the Commission of action by a national 
securities exchange against registered representatives 

Present law.—None. 

Problem.—Sections 15A (g) and (h) provide for review by the Commission 
of disciplinary action taken by a national securities association against its 
members and of denial of membership in such association. The National As- 
sociation of Securities Dealers, Inc., the only national securities association, 
has provided in its rules, adopted pursuant to section 15A of the statute, for the 
registration with it as “registered representatives” of certain individuals em- 
ployed by or associated with its members. Where the association takes disci- 
plinary action against both a member and one or more of its registered repre- 
sentatives, its action may now be reviewed by the Commission under subsections 
(g) and (h) of section 15A. Because there is no provision in the act for re 
view of disciplinary proceedings against registered representatives, there is seri- 
ous question whether the association can take action against registered repre- 
sentatives without joining a member. 

Remedy in the bill—It is proposed to add a new section 15A(o) to afford 
registered representatives full rights of review in all cases, whether or not 
related action is taken against a member. 


Section 18. Expansion of the Commission's authority to suspend or withdraw 
the registration of a national erchange 


Present law.—Under section 6 of the act the registration of a national secu- 
rities exchange may be granted only if its rules contain specified provisions, 
it is so organized as to be able to comply with the act and the Commission's 
rules thereunder, and the rules of the exchange are just and adequate. to insure 
fair dealing and to protect investors. Section 19(a)(1) of the act authorizes 
the Commission to suspend or withdraw the registration of a national securities 
exchange for violation of the act or the Commission’s rules thereunder, or for 
tailure of the exchange to enforce compliance therewith by a member or by an 
issuer of a security registered thereon. 

Problem.—The Commission is not, but should be, authorized to suspend or 
withdraw the registration of a national exchange if the exchange has ceased 
to meet the requirements for original registration, viz, if the exchange is no 
longer so organized as to be able to comply with the provisions of the Securi- 
ties Exchange Act and the rules and regulations thereunder, or if the rules 
of the exchange are not just and adequate to insure fair dealing and to protect 
investors. 

Remedy in the bill.—It is recommended that section 19(a)(1) be expanded 
so that the Commission would be authorized, after appropriate notice and oppor- 
tunity for hearing, to suspend or withdraw the registration of a national 
securities exchange when the exchange has ceased to meet the requirements 
for original registration. 


Sections 19 and 20. Expansion and clarification of the Commission's authority 
to suspend trading in any registered security on a national securities ea- 
change 


Present law. 





s 
Section 19(a) (2), which empowers the Commission, after op- 


portunity for hearing, to deny, suspend, or withdraw the registration of a se 
curity on a national exchange, does not authorize the Commission to suspend 
trading in a security which still retains its registered status. Section 19(a) (4) 
authorizes the Commission, under stated circumstances, summarily to suspend 
trading on a national exchange in any registered security for a period not 
exceeding 10 days, or, with the approval of the President, summarily to suspend 
all trading on any national exchange for a period not exceeding 90 days. 
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Problems.—(1)During the pendency of proceedings under section 19(a) (2) 
to determine whether to deny, suspend, or withdraw the registration of a security 
on a national exchange the Commission has exercised its summary power to 
suspend trading under section 19(a) (4). Since this power to suspend is limited 
to a period of 10 days, the Commission has followed the practice of issuing a 
series of consecutive orders under section 19(a) (4); but this practice has 
required a new determination every 10 days of the necessity of continuing the 
suspension under the standards of that section. Such periodic review and 
series of orders should be unnecessary to suspend trading during the course of 
a proceeding under section 19(a) (2). 

(2) Generally, the power under section 19(a)(4) summarily to suspend 
trading in a particular security has been exercised where sudden changes of 
circumstances make it appear that the information available to the public about 
a security is misleading or inadequate to permit investors to make an informed 
judgment with respect to the purchase or sale of the security, so that there 
is a possibility for fraud, and it appears that the additional necessary informa- 
tion can be obtained and made available to investors. Sometimes the necessary 
information cannot be obtained and made available in the 10-day period, and 
the Commission has had to renew the suspension for one or more additional 
periods not exceeding 10 days. However, section 19(a) (4) does not expressly 
provide such authority. 

Remedy in the bill—(1) The proposed amendment to section 19(a) (2) would 
eliminate the necessity of resorting to a series of successive 10-day suspensions 
under section 19(a)(4) during the pendency of a proceeding under section 
19(a)(2) and would empower the Commission temporarily to suspend trading 
in a security pending determination of a proceeding under section 19(a) (2). 

(2) The proposed amendment to section 19(a)(4) would codify the Com- 
mission’s interpretation that it has the power to renew temporary suspensions 
for one or more additional periods not exceeding 10 days each. 

Section 2] 

Would amend the caption of section 20 of the act. 

Section 22. Clarification of provisions relating to prohibited activities 

Present law.—Section 20(b) makes it unlawful for any person, directly or 
indirectly, to do any act or thing which it would be unlawful for such person 
to do under the provisions of the act or the rules and regulations thereunder 
through or by means of any other person. 

Problem.—Section 20(b) is ambiguous, and there may exist some doubt as 
to the Commission's authority to obtain an injunction, or impose administrative 
sanctions, against persons aiding or abetting violations of the act. 

Remedy in the bill—The proposed amendment would remove the ambiguity 
and specifically provide that it is unlawful for any person to aid, abet, counsel, 


command, induce, or procure any violation of the act or rule or regulation 
thereunder by any other person. 


Section 23. Clarification of the Commission’s authority to conduct investigations 

Present law.—Section 21(a) authorizes the Commission to conduct investi- 
gations to determine whether any person “has violated or is about to violate” 
any provision of the act, or any rule or regulation thereunder. 

Problem.—Section 21(a) does not specifically provide for an investigation to 
determine whether any person “is violating” the act or any rule or regulation 
thereunder, although the section obviously encompasses an inquiry for the 
purpose. 


Remedy in the bill—The proposed amendment would add the phrase “is 
Violating” to section 21(a). 


Section 24. Implementation of provisions relating to the enjoining of violations, 
and enforcing of compliance with the act 


Present law.—Section 21(e) authorizes the Commission to institute a judicial 
action to enjoin violations upon a showing that any person “is engaged or about 
to engage” in unlawful activities. Section 21(f) provides for the issuance of 
writs of mandamus commanding any person to comply with the act. 

Problem.—As pointed out. in connection with section 20 of the Securities Act 
of 1933, clarification is necessary in connection with past violations as a basis 
for injunctions. 
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The reference to mandamus contained in section 21(f) should be eliminated 
in view of the fact that the Federal Rules of Civil Procedure have abolished 
the writ as a separate and distinct type of action and provision for mandatory 
relief by an appropriate order should be included in the injunctive provisions of 
the statute, i.e., section 21(e). 

Remedy in the bill——The proposed amendment would add in section 21(e) 
the phrase “has engaged” to insure that an injunction may be obtained in an 
appropriate case, and add a provision giving the Commission authority to seek 
enforcement of compliance with the act or any rule and regulation or Commis- 
sion order thereunder. 


Section 25. Addition of provisions for appointment of receiver and the applica- 
tion of Federal Bankruptcy Act 

Present law.—Where the Commission institutes an injunctive action against 
an insolvent broker or dealer, the court may appoint a receiver under its 
inherent powers as a court of equity, but no express provision for the appoint- 
ment of a receiver is contained in the act. 

Problem.—As the law now stands such a receivership may be governed by 
State law, rather than by the standards which the Congress has written into 
the Federal Bankruptcy Act with reference to bankrupt stock brokers. It is 
anomalous for State law, rather than Federal law, to be applicable in a proceed- 
ing of this type instituted by a Federal agency in a Federal court, particularly 
in view of the fact that the Congress has dealt specifically and in detail with 
the problems of bankrupt stock brokers in section 60e of the Bankruptcy Act. 

Remedy in the bill.—It is proposed to provide in section 21(f) that, if the 
court has jurisdiction over an insolvent broker or dealer in an injunctive action 
under section 21(e), it may upon application of the Commission adjudge such 
broker or dealer a bankrupt if it finds that he is unable to meet his debts as 
they mature and that such a receivership shall be administered as provided in 
the Bankruptcy Act. 

As pointed out in the discussion under the preceding section, the reference 
to writs of mandamus now contained in section 21(f) would be deleted, since 
a comparable remedy would be provided in the amended section 21(e). 


Section 26 and 27 


Would change the reference in section 25(a) and 27 to the United States 
Code to reflect modifications made in the numbering of its pertinent provisions. 


Section 28. Revision of provisions relating to the validity of contracts 

Present law.—Section 29 provides that contracts made in violation of the 
the act shall be void in certain respects. It contains exceptions, one being that 
no contract shall be void because of violation of any rule under section 15(c) (3), 
which authorizes the Commission to adopt rules to provide safeguards with 
respect to the financial responsibility of brokers and dealers. It does not pro- 
vide any such exception for contracts to violation of section 8(b), the other 
provision of the act dealing generally with financial responsibility. 

Problems.—It is proposed to consolidate sections 8(b) and 15(c)(3) and to 
designate the consolidated provisions as section 8(b). Since the consolidated 
provision may be more closely akin to the present section 15(c)(3) than the 
present section 8(b), the policy already indicated by the Congress in section 29 
should be adhered to and provision made that no contract shall be void because 
of violation of any rule under section 8(b). 

Remedy in the bill_—The proposed amendment would provide that no contract 
shall be void by reason of section 29(b) because of any violation of any rule or 
regulation under section 8(b), and would delete the reference to section 15(c) (3). 


Section 29. Revision of provisions relating to penalties 


Present law.—Subsection (c) of section 32 provides that the criminal penal- 
ties prescribed therein shall not apply to violations of the Commission's rules 
regarding financial responsibility of brokers and dealers under present section 
15(c) (3) with certain stated exceptions. 

Problems.—The proposed amendments relating to sections 8(b) and 15(c) (3) 
of the act which consolidate in section 8(b) the provisions regarding financial 
responsibility of brokers and dealers make the reference to section 15(c) (3) in- 
appropriate. In addition, this section should be redesignated in view of section 
30 of the bill, which will add a new section 32(c) to the act. 
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Remedy in the bill—The present section 32(c) would be redesignated as sec- 
tion 32(d). Reference to section 8(b) would be substituted for the present 
reference to section 15(¢) (8). 


Section 30. Additional enforcement measure for failure to comply with reporting 
requirements of the act 

Present law.—Section 32(a) provides criminal penalties for willful violations 
of any provisions of the act or any rules or regulations thereunder. Section 
32(b) provides for a forfeiture of $100 for each day for delinquent reports re- 
quired pursuant to an undertaking provided in section 15(d) of the act. That 
section requires that a registration statement filed pursuant to the Securities 
Act of 1933 shall contain an undertaking by the issuer to file the same reports 
required pursuant to section 13 of issuers with listed securities, if the offering 
price of the securities covered by the registration statement plus the aggregate 
value of other securities of the same class amounts to $2 million or more. The 
$100 a day forfeiture provided in section 32(b) is in lieu of any criminal pen- 
alty Which might be deemed to arise under section 32(a). 

Problem.—As already indicated, the $100 a day forfeiture for delinquent re- 
ports is applicable only to limited filings required under the act. The imposi- 
tion of a comparable assessment generally would strengthen the enforcement 
techniques available to the Commission to assure timely filings as required by 
the statute or the rules thereunder. 

Remedy in the bill—The proposed new section 32(¢c) would authorize the Com- 
mission in its discretion to recover on behalf of the United States $100 per day 
for the failure to file any information or reports required by the act or rules 
thereunder for each and every day such failure to file continues beyond the 
time prescribed for the filing or beyond any time extension granted by the Com- 
mission. This payment would not be in lieu of any criminal penalty under 
section 32(a). 

Sec. 31. Prohibitions against larceny and embezzlement 


Present law.—The act now contains prohibitions against fraudulently obtain- 
ing customers’ funds or securities, but does not contain an express prohibition 
against embezzlement or converting them. 

Problem.—The distinction between fraudulently obtaining customers’ funds 
or securities and embezzling or converting them is a thin and technical one. 
It may depend upon the technical question of whether the defendant is assumed 
to have had a wrongful intent at the time when he induced a customer to en- 
trust securities to him in connection with a securities transaction, or whether 
the idea of converting the securities first occurred to him after he got possession. 

Remedy in the bill.—It is proposed to add a new section, designated section 35, 
which would prohibit any exchange member, broker or dealer, or any other 
person from wrongfully taking, converting, or embezzling money or securities 
of, or entrusted to the care of, any member of a national securities exchange, 
any broker or dealer who transacts business through the medium of such mem- 
ber or any registered broker-dealer. A somewhat similar provision now ap- 
pears in the Investment Company Act of 1940. 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENT 
PROPOSED IN SECTION 7 OF S. 1179 


COMMISSION RULEMAKING POWERS RELATING TO THE BORROWING, LENDING, OR 
HOLDING OF SECURITIES CARRIED FOR THE ACCOUNT OF CUSTOMERS 


Existing section 8(d) of the Securities Exchange Act makes it unlawful for 
certain broker-dealers, including exchange members, to lend or to arrange for 
the lending of any security carried for the account of any customer without 
the written consent of such customer. Section 1 of S. 1179 would expand this 
harrow provision to make it unlawful to borrow, lend, or hold any securities 
received or carried for the account of a customer in contravention of such 
rules and regulations as the Commission may prescribe as necessary or appro- 
priate in the public interest or for the protection of investors to provide safe- 
guards with respect to securities carried for the account of customers. 
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As indicated in the Commission’s statement containing a section-by-section 
analysis of S. 1179, which was included in the record at the beginning of the 
hearings, the principal purpose of the amendment proposed by section 7 of §. 
1179 is to authorize rules requiring the segregation of customers’ fully paid 
securities and excess collateral and to regulate the lending by broker-dealers of 
their customers’ securities. Some exchanges already have rules covering this 
subject, but no provision of the law is directly applicable thereto. 

At the hearings, representatives of the New York Stock Exchange, the Amer- 
ican Stock Exchange, and the National Association of Securities Dealers, Inc.. 
objected to this proposal, primarily upon the ground that the grant of rule- 
making power was too broad and that the amendment should be limited more 
specifically to the problems with which it was intended to deal.’ 

Since the question was discussed most thoroughly in the testimony of Mr, 
Edward C. Gray of the New York Stock Exchange, primarily, consideration will 
be given to his objections. Mr. Gray stated that if, as indicated in prior testi- 
mony of the Commission, a principal purpose of the amendment was to give 
the Commission power to require brokers and dealers generally, and particularly 
over-the-counter brokers and dealers, to segregate customers’ fully paid _ se- 
curities and excess margin in essentially the same manner as is now required by 
the rules of the exchange, then the amendment should so state specifically. 
The Commission would have no objection to indicating specifically that its rules 
in this area should deal with the matter of segregation of such securities. As 
Mr. Gray himself pointed out, it would probably not be feasible to write detailed 
rules on this subject into the statute and it would be better merely to spell out 
the area in which the rulemaking power would operate. 

We are unable, however, to agree entirely with the comments of Mr. Gray 
in regard to the lending of customers’ securities. Existing section 8(d) is cer- 
tainly specific on this topic, but is also inadequate. Its requirements can prob- 
ably be satisfied by simply having the customer sign a blanket authorization for 
the lending of his securities at the time when he opens his account.‘ The rules 
of the New York Stock Exchange itself go beyond existing section 8(d) and 
provide that customers’ fully paid securities and excess margin may not be 
loaned by a member unless “a specific written agreement designating the par- 
ticular securities to be loaned is first obtained from the customer.” *® Consider- 
ation might be given to the question of whether even this goes far enough, or 
whether the customer should also be informed of the transaction in which the 
securities are to be loaned. The principal importance of the borrowing and 
lending of securities is in connection with short sales rather than with the other 
types of transactions referred to by Mr. Gray. The Commission has no desire 
to interfere with the mechanism of short selling and the lending of securities, 
but does believe that additional safeguards are necessary to protect customers 
whose fully paid securities are borrowed by the broker-dealer himself, or loaned 
to others for delivery against short sales. Obviously, such borrowing may sub- 
ject the customers’ securities to considerable risk. 

In summary, the Commission would have no objection to modifying section 7 
of the bill to spell out more specifically the areas within which its rules should 
operate, which are primarily the segregation of customers’ fully paid securities 
and excess collateral and the borrowing of customers’ securities by the broker- 
dealer himself, or their lending to others. This could be achieved, as reflected 
in the appended modification of section 7 of the bill, by making it unlawful to 
borrow, lend, or hold customers’ securities in contravention of rules that the 
Commission might prescribe as necessary in the public interest or for the protec- 
tion of investors to provide for segregation of fully paid securities and excess 
collateral or to provide safeguards with respect to the lending and borrowing 
of securities carried for the account of customers. In this way controls with 
respect to segregation and lending which, for example. the New York Stock 
Exchange has adopted for its own members can be made generally applicable 
and not limited to the members of certain exchanges or left to the entire dis- 
cretion of these exchanges. In such rules the Commission could no doubt 


1 Transcript, pp. 88—92, 111-112, 120, 130, 131, 150, and 169. 

2 Transcript. p. 91. 

8Transcript. p. 112. 

It is very likely that the consent specified in this section would be required in any 
event since, as Mr. Rosenberry of the New York Stock Exchange pointed out (Transcrinpt. 
p. 120). a broker-dealer probably holds customers’ fully paid securities as a bailee, and if 
so, he probably could not in any event lend them to himself or to others without some type 
of anthorization frqm the customer. 

5 Rule 402(d) of the general rules of the New York Stock Exchange. 
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exempt members of exchanges whose rules on the matter are deemed to be 
adequate. 

At the hearing on June 15, Senator Williams requested a comparison between 
section 7 of S. 1179 and the Commission’s proposal for amendment in the same 
area in 1941. 

In 1941 the Commission proposed that a new subsection (e) be added to 
section 8 of the act, which would have provided as follows: 

*“(e) To borrow, lend, or hold in custody or under a lien, any money, securities, 
or other property received or purchased by such member, broker, or dealer, for 
the account of any customer, or sold by, or due from, such member, broker, 
or dealer, to any customer, in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest 
or for the protection of investors to require such member, broker, or dealer to 
segregate or hold in trust or as an agent such money, securities, or other prop- 
erty, or any proceeds thereof, or any substitutes therefor, in accordance with 
such rules and regulations.” 

This proposal was opposed by representatives of the industry. 

The 1941 proposal differs from section 7 of S. 1179 in two principal respects. 
First, the 1941 proposal extended not only to securities of customers, but also to 
money received by brokers and dealers for the account of customers or due by 
brokers and dealers to customers. Second, the purpose of the rules to be 
adopted by the Commission was spelled out in the 1941 proposal somewhat more 
specifically “to require such member, broker or dealer to segregate, or hold in 
trust or as an agent such money, securities, or other property * * *” 


APPENDIX 


~ 


Section 7 of S. 1179, modified to reflect the suggestion in the memorandum 


Section 7 would amend subsection (d) of section 8 of the Securities Exchange 
Act of 1984, as amended, as follows: 

“(d) To borrow, lend, or hold any securities received or carried for the ac- 
count of any customer, or any securities substituted therefor, in contravention of 
such rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors to provide for 
the segregation of fully paid securities and excess collateral or to provide 
safeguards with respect to securities carried for the accounts of customers.” 
Comparative print 

Section 7 would amend subsection (d) of section 8 of the Securities Exchange 
Act of 1934, as amended, as follows: 

“(d) To borrow, lend or hold any securities received or [To lend or arrange 
for the lending of any securities] carried for the account of any customer [with- 
out the written consent of such customer.] , or any securities substituted there- 
for, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors to provide for the segregation of fully paid securitics and excess 
collateral or to provide safeguards with respect to the lending and borrowing of 
securities carried for the account of customers.” 


MEMORANDUM OF SECURITIES AND ExCHANGE COMMISSION ON WITHDRAWAL OF 
REGISTRATION STATEMENTS AND APPLICATIONS FOR REGISTRATION 


The Commission’s recommendation for amendment of section 15(b) of the 
Securities Exchange Act of 1934 and section 203(g) of the Investment Advisers 
Act of 1940, embodied in section 13 of S. 1179 and section 5 of S. 1182, respec- 
tively, contain proposals which provide that an application for registration under 
those acts may be withdrawn only with the consent of the Commission if the 
request to withdraw such application is received by the Commission after it has 
commenced a proceeding to deny registration. The only industry objection to 
these proposals has been a general objection by the National Association of 
Securities Dealers, Inc. to the Securities Exchange Act amendment.’ The op- 
position to these proposals has come from the American Bar Association. In 
addition, the American Bar Association has volunteered an amendment to sec- 
tion 6(c) of the Securities Act of 1933, to proscribe the Commission's authority 





Tr. 153-154. 
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to deny applications for withdrawal of registration statements under that 
statute.’ 


I. PROPOSAL TO AMEND SECTION 6(C) OF THE SECURITIES ACT OF 1933 


The amendment proposed by the American Bar Association would, if adopted, 
interfere unduly with stop-order procedures now available to the Commission and 
in effect would, at least in part, negate or repeal juidical precedent in this area. 
Although premising its proposal on Jones v. S.E.C., 298 U.S. 1, the bar associa- 
tion proposal, as more fully discussed below, even goes beyond the restrictive 
holding of that case. 

First, it should be emphasized that the Commission in acting upon applica- 
tions for withdrawal is governed exclusively by “the public interest and protec- 
tion of investors,”* and the Commission has permitted withdrawal of. state- 
ments after the institution of stop-order proceedings where consistent with the 
public interest. Essentially, the bar association quarrels with the Commission's 
view, which has been judicially sustained, of what action is necessary in the 
public interest and urges that a more restrictive approach be embodied in the 
statute. 

Next, it should be observed that in considering the Jones case, the courts have 
consistently found a reason not to follow it... Indeed, the “Supreme Court itself 
has cast great doubts on the continued vitality of the case.”° In United States vy. 
Vorton Salt Co., 338 U.S. 632, 642 (1950) the Supreme Court observed: “More 
recent views have been more tolerant of the [administrative process] than those 
which underlay many older decisions. Compare Jones v. S.E.C., 298 U.S. 1 with 
U.S. v. Morgan, 307 U.S. 183,191." See also Oklahoma Press Pub. Co. v. Walling, 
327 U.S. 186, 203-204; Columbia General Inv. Corp. v. S.E.C., 265 F. 2d 559, 562 
(C.A. 5, 1959); Lansky v. Savoretti, 220 F. 2d 906, 909 (C.A. 5, 1955) ; Bowles v. 
Visle, 64 F. Supp. 835, 841 (D. Nebr., 1946). 

The proposal of the bar association to grant an absolute right to withdraw a 
registration statement before it has become effective so long as the withdrawal 
application precedes the institution of a stop-order proceeding under section 8 
of the act and no securities have been sold under the registration statement, 
would produce a more restrictive result than contemplated by the Jones case 
and would specifically overrule the recent decision of the court of appeals for 
the fifth circuit in Columbia General Inv. Corp. v. S.E.C., supra. 

The Jones case implicitly recognized that where there are investors, existing 
or potential, to be affected there is no absolute right to withdraw. Yet, under 
the bar association’s proposal the impact on investors would be ignored if the 
application to withdraw were filed before a stop-order proceeding were instituted. 
This sequence of events was precisely before the court in the Columbia General 
case, and it was unsuccessfully argued, among other things, that since the 
registrant had acted before the Commission had, the Commission was without 


? The two resolutions adopted by the American Bar Association (Tr., p. 207 ff.) insofar 
as they deal with the Securities Act of 1933, relate not to the bills now before this sub- 
committee but to bills introduced in the S5th Congress. These bills (S. 2544 and H.R. 
9326) embodied an amendment to sec. 6(c) of the Securities Act of 1933 to provide to a 
registrant a right to withdraw a registration statement in all cases except where a pro- 
ceeding or examination initiated by the Commission under sec. 8 of the act was then 
pending, or was commenced within 15 days after the application for withdrawal was filed, 
or where the registration statement was already subject to an order of the Commission 
under sec. 8 of the act. The purpose of that limitation was to prevent unscrupulous per- 
sons from filing a false or misleading statement with the Commission, and then with- 
drawing it when the Commission instituted or deemed it necessary to institute proceedings 
under sec. 8 to disclose the false and misleading character of the statement and to ascer- 
tain the true facts. It was also proposed to prohibit withdrawal of an effective regis- 
tration statement where part or all of the securities had been sold. in order to safeguard 
the rights of investors who had purchased such securities. Since the introduction of the 
bills in the 85th Congress, there has been addition judicial consideration of the subject 
of withdrawal, and in the Commission's view the judicially approved standards for denial 
of application for withdrawal are satisfactory, so that it is not necessary to seek statu- 
tory amendment in this area. 

* Rule 477, which the Commission has adopted pursuant to the Securities Act, provides 
in pertinent part: 

“Any registration statement or any amendment or exhibit thereto may be withdrawn 
upon application if the Commission, finding such withdrawal consistent with the public 
interest and the protection of investors. consents thereto.” 

‘Columbia General Inv. Corp, v. S.E.C., 265 F. 2d 559 (C.A. 5. 1959) 


5, : Resources Cor- 


poration International v. Securities and Exchange Commission, 103 F. 2d 929 (C.A.D.C., 
1939): Oklahoma-Teras Trust vy. Securities and Exchange Commission, 100 F. 2d 888 
(C.A, 10, 1939) ; Securities and Exchange Commission vy, Hoover, 25 F. Supp. 484 (N.D. 
Ill., 1938). 


5 Columbia General Inv. Corp. v. 8.E.C., supra, 265 F. 2d at 562. 
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authority to conduct the stop-order proceeding. The bar association proposal 
would incorporate into the statute the position rejected by the court of appeals 
for the fifth circuit, and would make the conduct of a stop-order proceeding 
dependent upon a “race” between the registrant and the Commission, with the 
intevest of investors ignored.° The purpose of a stop-order is not only to suspend 
a license but it also “operates as a warning to the investing public that the 
Commission has found that the statement is untrue or misleading and, therefore, 
unreliable.” Oklahoma-Texas Trust v. S.E.C., 100 F. 2d 589, 591 (C.A. 10, 1959). 

The public interest considerations which have governed the Commission’s 
action, and the need for rejecting the restraints which the bar association would 
impose upon the Commission, are fully stated by the court in the Columbia 
General decision, a copy of which has been offered for the record. 

It must be emphasized that the very purpose of the registration process is to 
provide wide dissemination of the information contained in the registration 
statement. Section 8(a) of the Securities Act provides a waiting period during 
which dissemination of the information is to be accomplished, and section 6(d) 
of the act requires that the information be made available to the public. Indeed, 
the registration statement becomes a public document immediately upon filing 
and remains public. Even after the statement has been withdrawn it remains 
in the public files of the Commission, except that the fact of its withdrawal is 
noted. 

In a variety of ways, the information in the registration statement may be 
disseminated to the public. The statement is available for public inspection, 
copies may be secured from the Commission, news stories frequently summarize 
the contents of registration statements as they are filed and financial reporting 
services publish the information disclosed in the registration statement. The 
registrant may distribute the prospectus which is a part of the statement and 
may even offer the security or solicit offers to buy. 

To recapitulate, the bar association proposal would permit withdrawal as of 
right, at any time prior to the institution of a proceeding by the Commission, 
whether or not there was a public and investor interest in securities of the issuer 
and whether or not the information contained in the registration statement had 
in fact been broadly disseminated. The Commission cannot accede to such a 
proposal because it is contrary to a cardinal objective of the Securities Act to 
prevent public dissemination of misleading and fraudulent information which 
may become the basis for securities transactions by the investing public and 
would tend to make more difficult rather than to facilitate the Commission’s 
efforts to combat the filing of false and misleading registration statements. As 
the court pointed out in the Columbia General case, 265 F. 2d at 564-565: 

“* * * On the larger scene, the public interest is served because it [i.e.] the 
Commission's findings and opinion in the stop-order proceeding] stands as a 
deterrent to the filing of registrations by an issuer indifferent to the accuracy 
or honesty of the statement because he knows that if caught, or nearly caught, 
or threatened with being caught, or even investigated, he can withdraw the 
offensive statement at will. As a stop order prevents this, it will indeed promote 
truth in securities, and that is what Congress intended.” 

The bar association proposal further provides that, after the initiation of a 
proceeding by the Commission for the purpose of achieving correction of the 
defective registration statement, the registrant would have the right to withdraw 
the registration statement unless the Commission determined that such with- 
drawal would be contrary to the public interest and the protecion of the investors 
and issued an order prohibiting withdrawal, containing or accompanied by 
findings in support of such determination, within 15 days after the application 
for withdrawal is filed. The order denying withdrawal would be deemed a final 
order and appealable (Tr. p, 222ff., statement pp. 6, 8). 

Apart from our disagreement with the merits of the bar association proposal, 
the proposal would present practical difficulties. Insofar as it is intended to 
require that the Commission order and determination be based upon a record, 


*The bar association’s draft amendment and the accompanying explanatory statement 
(p. 7) state specifically that absent a sale under the registration statement itself, the 
registrant would have an unqualified right to withdraw if no proceeding has been insti- 
tuted. This is to be contrasted with the statement of Mr. Nelson, who testified on behalf 
of the bar association, that there would be a public interest in denying a withdrawal 
application and conducting a stop-order proceeding if the registrant had outstanding securi- 
ties of the same class as covered by the registration statement (Tr., 224). Even this view 
takes a narrower approach of the public interest than has been recognized by the courts. 
See Fischman vy. Raytheon Mfg. Co., 188 F. 2d 783 (C.A. 2, 1951). 
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it is difficult to see how the Commission could effectively, and within 15 days 
after the application for withdrawal is filed, conduct a hearing surrounded by 
the safeguards of administrative due process. Furthermore, should action 
upon applications for withdrawal require all the procedures necessary to hear- 
ings upon a record, briefs and argument before a hearing officer and the Com- 
mission, and before courts of appeal, this could have the unfortunate effect of 
delaying the Commission in carrying out its responsibility to reveal and seek 
prompt correction of misleading registration statements. 

The proposal that an order denying withdrawal be immediately appealable 
would overrule judicial precedent and the approach that the judiciary has taken 
with respect to review of interlocutory agency orders. In the classic case of 
Myers vy. Bethehem Corp. (308 U.S. 41, 50), the Supreme Court declared: 
“* * * no one is entitled to judicial relief for a supposed or threatened injury 
until the prescribed administrative remedy has been exhausted.” This principle 
was characterized by the Court as “a long-settled rule of judicial administra- 
tion.” Consistent with this long-settled rule the courts have held that an order 
denying withdrawal is an interlocutory order not subject to judicial review. 
Jones v. S.E.C., 79 F. 2d 617, 619 (C.A. 2, 1935), cert. denied 297 U.S. 705; 
Resources Corporation International v. S.E.C., 97 F. 2d 788, 789-790 (C.A. 7, 
1938). 


II. PROPOSAL WITH RESPECT TO WITHDRAWAL OF APPLICATION FOR REGISTRATION 
AS BROKER-DEALER - 


The statute does not now provide the conditions under which an application 
for registration as a broker-dealer may be withdrawn. Section 13 of S. 1179 
would codify the existing administrative practice by providing that an applica- 
tion for registration may be withdrawn only with the consent of the Commission 
if the request for withdrawal is received after the Commission has instituted a 
proceeding to deny registration. 

As a substitute for the Commission’s recommendations, the bar association 
has submitted a proposal which would grant the applicant an absolute right to 
withdraw unless the Commission determined that such withdrawal would be con- 
trary to the public interest and the protection of investors and issued an order 
denying withdrawal, containing or accompanied by findings in support of such 
determination. The substance of this concept is followed in the present practice 
of the Commission, which is to grant requests to withdraw applications unless it 
believes that under the facts of the particular case such action would be con- 
trary to the public interest. We have pointed out above certain of the difficulties 
which are created by the manner in which the proposal is framed. 

The proposal of the bar association, and particularly the testimony of its 
representative,* seem to be based on the idea that there is rarely, if ever, any 
public interest in the activities of an applicant for registration prior to the time 
when he becomes registered, and that consequently going forward with the pro- 
ceeding to deny registration where the applicant has requested withdrawal 
would in almost every case be merely a waste of time and effort and a harass- 
ment of the applicant. The Commission agrees that in some cases this may be 
so and, as pointed out hereafter, it has granted a number of requests for with- 
drawal filed under such circumstances. 

To assume, however, that this would be desirable in every case misconceives 
both the practical requirements of the public interest and the nature of the 
scheme of broker-dealer regulation and registration embodied in the Securities 
Exchange Act. Section 15(b) of the act contains a number of grounds upon 
which registration may be denied, of which perhaps the most significant is a 
determination that the registrant or applicant, or any partner, officer, director, 
branch manager, or any other person, controlling or controlled by the applicant, 
has willfully violated the Securities Act or the Securities Exchange Act. 

The purpose of this statutory provision is to provide for exclusion from the 
securities business of those persons who by their violations of law have demon- 
strated their unfitness to engage in that business. The statute recognizes that 
no scheme of broker-dealer registration can be effective unless the sanctions and 
disqualifications reach not only business entities such as partnerships and corpo- 


* There is no need to discuss the proposal to amend the Investment Advisers Act in this 


area, since the reasons for this proposal are substantially identical to those under the 
Securities Exchange Act. 


®Tr., pp. 220, 224-225. 
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rations, which can be formed or dissolved at will, but reach also the individuals 
who own and operate such entities. In many cases there will be a substantial 
public interest in proceeding with the determination of these questions once they 
are raised. The considerations referred to above in connection with the proposal 
for amendment of the Securities Act of 1933 are applicable here. Public investors 
may well be concerned with the prior unlawful activities of the applicant, and 
may have the same interest in having the facts with regard to such activities 
brought to light as they would have in having the false and misleading character 
of a registration statement brought to light. In addition there is a public interest 
in not frustrating the purpose and object of the statute. If the applicant is 
allowed to withdraw with the intention of applying again at a time more con- 
venient to him, it may be that it will be impossible to develop the case at this later 
date and thus he will gain entrance to the securities business although he is in 
fact disqualified under the congressional standards. The representative of the 
bar association appears to regard this consideration as unimportant. We do not 
believe it unimportant, since we do not regard compliance with the mandate of 
the statute as unimportant. 

These considerations are emphasized by the requirements of section 15A (b) (4) 
of the Securities Exchange Act of 1934. That subsection deals with the eligibility 
of individuals to be members or employees of members of a registered national 
securities association—in practice the National Association of Securities Dealers, 
Inc.—which includes among its membership the overwhelming majority of over- 
the-counter brokers and dealers. A person is ineligible if, by his conduct, he 
was a cause of an order of the Commission denying registration as a broker- 
dealer. If a denial proceeding is commenced, based upon the contention that 
someone connected with the applicant has willfully violated the Federal securities 
laws, there will also be presented the issue of whether that person is to be found 
to be a cause of any order of denial which may be entered. That issue can be 
adjudicated only in the denial proceeding. 

The short answer to the bar association’s assertions that the Commission is 
seeking “absolute authority” under its proposal is to consider the manner in 
which the Commission has handled applications for withdrawal under its present 
administrative procedure, which the bill would codify. 

During the fiscal years 1957, 1958, and 1959, 2,320 applications for registration 
were filed. Requests for withdrawal prior to the institution of any proceeding 
numbered 51, and the requests were granted without objection. In 27 cases denial 
proceedings were commenced during the 3-year period, and 11 requests for with- 
drawal were filed after the institution of the proceedings. Eight were denied 
and three were granted. This was not an exercise of absolute authority to deny. 
The Commission's conclusiens were premised on the appropriate action necessary 
in the public interest. 

The inapplicability of the Jones case to the type of situation here involved 
and the importance of making the findings in the denial proceedings were 
cogently stated in Neustein v. Mitchell, 52 F. Supp. 531, 532 (D.C., S.D.N-Y., 
1943), where an analogous situation was considered. In that case an admin- 
istrative action was brought to remove an employee for alleged violations of the 
Hatch Act, and the court held that the resignation of the employee after in- 
stitution of the proceeding, but before the hearing, did not deprive the Civil 
Service Commission of jurisdiction to adjudicate the allegations. The Court 
Stated, inter alia: 

“* * * Tt is clear, also, that the Commission’s function did not end with a 
determination that the petitioner had violated the statute, for under section 
12(b) a removed employee could not be reemployed within 18 months of the 
Commission’s determination. The proceeding before the Commission was in 
no sense a mere adjudication of private rights; it had a broader purpose in the 
enforcement of the Hatch Act in the public interest. Jones vy. Securities and 
Erchange Commission (298 U.S. 1, 56 S. Ct. 654, 80 L. Ed. 1015), is plainly 
distinguishable.” 
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IN THE UNITED STATES CouRT OF APPEALS FOR THE FIFTH CIRCUIT 
No. 17218 


COLUMBIA GENERAL INVESTMENT CORPORATION, PETITIONER, VERSUS SECURITIES AND 
ExCHANGE COMMISSION, RESPONDENT 


Petition for Review of Orders of Securities and Exchange Commission. 
(April 6, 1959.) 
Before HurcHEson, Chief Judge, and CAMERON and Brown, Circuit Judges. 


Brown, Circuit Judge: This is a Petition for Review of a stop order issued by 
the Securities and Exchange Commission suspending a registration by Columbia 
General Investment Corporation (Columbia) for the sale of 100,000 shares of 
stock at a specified price. Columbia's principal contention is that SEC lacked 
jurisdiction to issue the stop order because, prior to the effective date of the 
registration, Columbia voluntarily requested its withdrawal. This was, it claims, 
its absolute right, unfettered by any agency discretion whether innate or pur- 
suant to SEC's express regulation 477." If that result was not automatically 
required as of the time of the notice of the stop order hearing, Columbia next 
asserts that it became such by the subsequent filing of a substantive amendment 
which SEC had mandatorily to accept under Section 8(a).2. A somewhat sub- 
sidiary but related contention is that SEC denied Columbia an effective oppor- 
tunity for penitence and voluntary adjustment under Section 5(b) of the Ad- 
ministrative Procedure Act, 5 USCA Section 1004(b). 


In this frontal attack no question is raised about the sufficiency of the evi- 
dence to sustain the findings of SEC. Hence, in reviewing the power of SEC 
to require and conduct the stop order proceedings, we accept as an established 
fact that the statements in the registration “were materially misleading” as to 
Columbia, its affiliate Columbia General Life Insurance Company (whose stock 
constituted a significant part of Columbia’s asserted assets), Thomas E. Hand, Jr., 
J. Ed Eisemann III (the promoters and moving figures in these two corpora- 
tions as well as others involved), and the Columbia Securities Company (a sole 
proprietorship set up by one of them for the purpose of maintaining and stabil- 
izing the market in Insurance Company stock). The SEC’s report contained 
an elaborate discussion of the details of many transactions, no part of which 
is questioned and upon which these sweeping condemnations were based. 

As Columbia has chosen this narrow approach, only few facts are relevant 
and may be swiftly summarized. Columbia filed a Registration on March 29, 
1956. Ordinarily it would have become effective 20 days thereafter. Section 
8(a), note 2, supra. But by a succession of permissible “delaying amendments” * 
the effective date was repeatedly postponed. Prior to the effective date, Co- 
lumbia, on June 27, 1956, requested consent of SEC to withdraw the Registration 
pursuant to Rule 477, note 1, supra. SEC denied this on June 29 and simul- 


1“Any registration statement or any amendment or exhibit thereto may be withdrawn 
upon application if the Commission, finding such withdrawal consistent with the public 
interest and the protection of investors, consents thereto. The application for such consent 
shall be signed and shall state fully the grounds upon which made. [The fee paid upon the 
filing of the registration statement will not be returned to the registrant. The papers com- 
prising the registration statement or amendment thereto shall not be removed from the files 
of the Commission but shall be plainly marked with the date of the giving of such consent, 
and in the following manner: ‘Withdrawn upon the request of the registrant, the Com- 
mission consenting thereto.’"’ Mule 477, adopted June 9, 1947, but substantially the same 
as the Rule first promulgated September 22, 1933, 17 C.F.R. §§ 230, 477 (1949). 

2“SEC. 8(a) Except as hereinafter provided, the effective date of a registration state 
ment shall be the twentieth day after the filing thereof or such earlier date as the Commis- 
sion may determine, having due regard to the adequacy of the information respecting the 
issuer theretofore available to the public, to the facility with which the nature of the 
securities to be registered, their relationship to the capital structure of the issuer and the 
rights of holders thereof can be understood, and to the public interest and the protection 
of investors. If any amendment to any such statement is filed prior to the effective date 
of such statement, the registration statement shall be deemed to have been filed when such 
amendment was filed: except that an amendment filed with the consent of the Commission, 
prior to the effective date of the registration statement, or filed pursuant to an order of the 
Commission, shall be treated as a part of the registration statement.” 15 USCA § 77h(a). 

%°A “delaying amendment” is an amendment filed solely for the purpose of preventing a 
rezistration statement from becoming effective. Rule 473 of SEC’s rules provides: “An 
amendment altering the proposed date of the public sale may be made by telegram or 
letter.” 17 C.F.R. § 230.473 (1949). Columbia periodically filed amendments changing 
the proposed offering date to a date to be “decided upon” or “determined” after the 
effective date of the registration statement. 
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taneously issued an order for hearing under Section 8(d),* as well as other 
sections of the Act,°> for July 10, 1956. By agreement the hearing was postponed. 
On August 15, a few days prior to the adjourned hearing, Columbia filed a 
substantive amendment to the Registration, together with a request for post- 
ponement of the hearing to permit examination of the amendment by the staff 
of SEC and for a conference with the staff thereafter. This was followed 
August 20 with another formal application to withdraw the Registration, and 
this was formally renewed after the Examiner's report. By these means and 
a formal motion to dismiss, Columbia adequately preserved its basic contention 
of lack of jurisdiction in SEC and alternatively an abuse of discretion under 
Rule 477, note 1, supra, if it were legally applicable. 

As the alpha and omega of its argument, as its constant rod and staff, Columbia 
cleaves to Jones v. Securities € Exchange Commission, 1936, 298 U.S. 1, 56 8S. Ct. 
654, 80 L. Ed. 1015, as absolutely controlling. We agree with Columbia that, 
in the final analysis, the case is decisive, although in quite a different way from 
its contention. Columbia asserts that it is the classic case of a_ perfectly 
matching precedent which on stare decisis compels reversal. Because the case 
is emphatic in its ruling, our approach is to determine whether on facts and 
subsequent statutory developments, the parallel is really there. Finding differ- 
ences of sufficient character, we conclude that the case is not mandatorily con- 
trolling. Once we determine that our action is not precisely circymscribed by 
Jones, we have no doubt that the orders of SEC withstand the attacks made here. 

In Jones the registrant, on the 19th day, one day prior to the effective date, 
requested permission of SEC to withdraw the Registration statement under 


‘the predecessor of Rule 477. This was denied and the SEC undertook to hold a 


stop order hearing. On registrant's refusal to attend the hearings, SEC sought 
and obtained in the district court orders compelling attendance and production 
of records. After affirmance by the Court of Appeals, the Supreme Court 
reversed. After concluding that notice of a stop order hearing by SEC had 
the effect of keeping the Registration from becoming effective, the Court then 
analogized the resulting situation to an equitable action in which, save for rare 
extraordinary factors not there present, the plaintiff has the unconditioned right 
of dismissal prior to answer, it held that the registrant had the absolute right to 
withdraw the Registration statement prior to its effective date. 

Although invited by SEC to reject Jones because the Supreme Court * itself 
has cast great doubts on the continued vitality of the case—a possibility which 
this Court’ and others have discussed—and then treat it as impliedly over- 
ruled,” we find it unnecessary to accept or decline the invitation. Accepting the 


*“(d) If it appears to the Commission at any time that the registration statement 
includes any untrye statement of a material fact or omits to state any material fact 
required to be stated therein or necessary to make the statement therein not misleading, 
the Commission may, after notice by personal service or the sending of confirmed tele- 
graphic notice, and after opportunity for hearing (at a time fixed by the Commission) 
within fifteen days after such notice by personal service or the sending of such telegraphic 
notice, issue a stop order suspending the effectiveness of the registration statement. 
When such statement has been amended in accordance with such stop the Commission 
Pen so deelare and thereupon the stop order shall cease to be effective.” 15 USCA 
§ 77h(d). 

*The order recited that the hearing and investigation was being ordered pursuant to 
Sections 5, 8(d), 17(a). and 20(a) of the Securities Act of 1933, Sections 10(b), 15 and 
21(a) of the Securities Exchange Act of 1934, and Sections 7 and 42(a) of the Investment 
Company Act of 1940. 

*In United States v. Morton Salt Co., 1950, 338 U.S. 632, 642, 70 S. Ct. 357, 94 L. Ed. 
401, the Court remarked: “More recent vie. s have been more tolerant of [the administra- 
tive process]: than those which underlay many older decisions. Compare Jones Vv. 8.E.C., 
298 U.S. 1, with U.S. v. Morgan, 307 U.S. 183, 191.” 

7In Lansky v. Savoretti, 5 Cir., 1955, 220 F. 2d 906, 909-910, this Court observed: 

“The district judge in the Minker case correctly pointed out that it is a far cry in time 
and a farther one in substance from the days of administrative exuberance,’ to put it 
mildly, and from Jones v. Securities and Exchange Commission, 298 U.S. 1, 56 S. Ct. 654, 
80 L. Ed. 1015, with its organlike denunciations of, and Morgan vy. U.S., 298 U.S. 468, 
56 S. Ct. 906, 80 L. Ed. 1288, with its milder preachments against administrative usurpa 
tion and absolutism, to the decision in United States v. Morton Salt Co., 338 U.S. 632, 
70 S. Ct. 357, 94 L. Ed. 401, and to the present, when the Administrative Procedure Act,® 
5 U.S.C.A. § 1005, and the decisions giving it effect, have brought substantially aJl admin- 
istrative actions and their review within the compass of the Administro-Judicial Process.” 
: Footnotes 5 and 6 refer to Judging as Administration, Administration as Judging, 21 
Texas L. Rev. (Nov. 1942), and New Instruments of Public Power, Alexander F. Morrison 
Lectureship Foundation. Proceedings of the 1946 Annual Meeting, California State Bar. 

See also Bowles v. Misle, 1946, D. Nebr., 64 F. Supp. 835, 841. 

‘See, e.g., Browder v. Gayle (3 judge district court), D. Ala., 1956, 142 F. Supp. 707, 
716, especially footnote 14, discussing Barnette v. West Virginia State Board of Educa- 
tion (3 judge district court), S.D. W. Va., 1942, 47 F. Supp. 251, 252-253 ; Fleming v. South 
Carolina Electric 4 Gas Company, 4 Cir., 1955, 224 F. 2d 752; Perkins v. Endicott Johnson 
Corp., 2 Cir., 1942, 128 F. 2d 208, 217-218. 
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opinion we think there are substantial grounds for distinguishing it from our own 
situation. 

The facts are different in at least one substantial and significant respect. In 
Jones, the Court emphasized that “so far as this record shows there were no 
investors, existing or potential to be affected. The conclusion seems inevitable 
that an abandonment of the application was of no concern to anyone except the 
registrant.” 298 U.S. at 23. 

That stands in sharp contrast to the record here. Approximately 1,800 mem- 
bers of the public now hold over 63,000 shares of the class of security covered 
by the Registration. The stockholders, as well as those members of the invest- 
ing public who may have occasion to trade in these outstanding shares, are the 
proper subject of the official concern of SEC. Oklahoma Texas Trust v. SEC, 10 
Cir., 1939, 100 F. 2d 888. Persons other than those who purchase the new stock 
under the Registration may be affected in point of fact and may, under certain 
circumstances, have remedies in point of law for misrepresentations in a Regis- 
tration. Fischman v. Raytheon Manufacturing Company, 2 Cir., 1951, 188 F. 2d 
783, 787. The dual object of the statute is to require public disclosure and wide 
spread dissemination of the information disclosed and, both through these means 
as well as the strong civil and criminal sanctions, prevent and punish fraud in 
the issuance of securities.’ Its aim is to obtain an informed and “honest deal- 
ing in securities.” ” 

This factor of outstanding stock of the same class as proposed in the Registra- 
tion statement has been regarded by others as a significant variation from 
Jones. See Resources Corporation International v. SEC, D.C. Cir., 1939, 108 
F. 2d 929, 931; SEC v. Hoover, N.D. I11., 1938, 25 F. Supp. 484, 486-487; Okle- 
homa-Tezras Trust v. SEC, 10 Cir., 1939, 100 F. 2d 888, supra. That there were 
also other distinguishing factors does not detract from the emphasis all put on 
the protection of outstanding stockholders as well as the public who might trade 
in those shares. 

Moreover, since Jones there has been at least one significant change in the law. 
This reflects that, in the Congressional scheme, it is no longer, in the words of 
the Court, an inevitable conclusion that “* * * an abandonment of the applica- 
tion was of no concern to anyone except the registrant.” 298 U.S. at 23. In its 
original form the Act, Section 5, prohibited the sale or offer for sale of any 
security until the registration became effective. Under the 1954 amendments 
a registrant may make offers to sell after filing but before the registration state 
ment becomes effective.” 

This is particularly significant in view of the practical consequences of the 
administrative liberality in allowing delaying amendments, see note 3, supra. 
Under this practice a registrant may file a statement and then postpone its final 
legal effectiveness by advancing the specified effective date. During all of that 
time the Registration serves as the basis for exploiting the ultimate sale through 
offers to sell and solicitation of offers to buy. On the basis of the filing the 
prospectus, within the limits of the statute and regulations, may be widely cir- 
culated and solicitation campaigns of varying intensity may be carried on. Cer- 
tainly during that period the public has a great stake. More important, the 
registrant is using the very facilities of SEC and the mechanism of registration 
as a valuable phase in its sales promotion. Of course, in the Jones pre-194 
amendment era, this could not have been done for until the effective date of the 
registration statement neither sales nor offers to sell could be made. 

If, as Columbia urges, the registrant has the unfettered right to withdraw up to 
the effective date, the machinery of the Commission, established by Congress 
to provide truth and honesty in securities, may become the very instrument of 
deception and fraud. Those engaged in enterprises to bilk either the stupid, the 
credulous, or the intelligent who may be overly persuaded by optimistic propa- 
ganda, will, in exploiting the show of legality which the filing affords, find no 
difficulty in overcoming the impediment to a final sale which withdrawal brings 


®The preamble of the Act states the statute’s purpose is “To provide full and fair dis- 
closure of the character of securities sold in interstate and foreign commerce and through 
the mails, and to prev-nt frauds in the sale thereof, and for other purposes.’ 48 Stat. 74. 

#0 H. Rept. No. 85, 73d Cong., Ist sess., p. 2 (1933). 

11 Concerning this amendment both Senate and H. Reports stated : 

“The statute as now in effect contemplated that the registration statement would be 
come effective before the sellers of securities could engage in sales activities. * * * In 
substance, Section 5, as amended by this bill, permits the making of offers, but not sales, 
* * * prior to the effective date.” S. Rept. No. 1036. pp. 14-15, H. Rept. No. 1542, p. 23. 
83d Cong., 2d sess. See Whittaker v. Wall, 8 Cir., 1955, 226 F. 2d 868, 781. 
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about. Not the least of these possibilities is the subsequent dealing in outstand- 
ing shares with those whose interest has been excited or piqued by the prospec- 
us, the disposition of the underlying assets of the proposed enterprise (especially 
if the company were to engage in mineral explorations), or the issuance of the 
same securities within the limits of Regulation A. What form the deceit could 
or might take cannot be blueprinted. It is only certain that the measure of its 
skillfulness would be in proportion to the extent to which its confectors would 
give it the appearance of legality. One court has remarked, “The business of 
trading in securities is one in which opportunities for dishonesty are of constant 
recurrence and ever present. It engages acute, active minds, trained to quick 
apprehension, decision, and action.” Archer v. SEC, 8 Cir., 1948, 133 F. 2d 795, 
903. This is but an elaboration of the brief, but pungent, expression of Judge 
HOLMES for this Court in Weiss v. United States, 5 Cir., 1941, 122 F. 2d 675, 
681, cert. denied ; 314 U.S. 687, 62 S. Ct. 300, 86 L. Ed. 550, that fraud is “as old as 
falsehood and as versable as human ingenuity.” Abbott v. United States, 5 Cir., 
1956, 239 F. 2d 310, 314. 

The impact of the 1954 amendments is graphically demonstrated in connection 
with Regulation A, 17 C.F.R. §§ 230.230-.262, promulgated pursuant to Section 
3(b), 15 USCA § 77ce(b) of the Act. Subject to certain requirements that Regu- 
lation provides an exemption from registration for offerings of securities not 
exceeding $300,000. Since the investing public is not assured the public disclos- 
ure from a registration, SEC by its Rule 252(c), 17 C.F.R. § 230.252(¢c) (1958 
Supp.), denies Regulation A exemption with respect to a proposed issue which 
has been, within the past five years, the subject of a Section 8 investigation or a 
stop order. 

The issuance of a stop order because of false or misleading representations in 
the registration statement makes it impossible to offer any part of the securities 
under the Regulation A exemption. If the power to issue the stop order is lacking, 
the result is that, threatened with stop order proceedings, the registrant can 
withdraw it and then, without compunction, offer the same securities under 
the exemption. The vice of any such action is compounded by the fact that in 
the subsequent Regulation A exemption offer, the issuer could exploit to its 
maximum the psychological misapprehension that having been once filed with 
SEC and the official record being “clean” the securities are safe and sound. 
Oklahoma-Tezas Trust v. SEC, 10 Cir., 1939, 100 F. 2d 888, 892. That is especially 
true since, though delaying amendments, the registrant could keep the official 
filing alive for a long period during which time the prospectus could rightfully 
be used in promoting the offers to sell. 

Once we have determined that SEC had the power to decline the application 
for withdrawal, we are of the positive view that Columbia has not demonstrated 
any abuse of SEC’s discretion in the actual denial. The principal argument 
seems to be that as so much emphasis was placed on shareholders of present, 
outstanding stock of the same class, that public interest is nonexistent since 
none of such stockholders ha&8 brought suit for the misrepresentation. But as we 
view it, the matter is more comprehensive than the possible availability of civil 
sanctions to outstanding stockholders. The public has a real stake, both as to 
this stock and in a larger sense. Those to whom existing stock will or might be 
offered, whether by insiders or unrelated holders, are protected by the public 
disclosure of an official declaration that with respect to that very stock, the 
registration has subsequently failed to disclose contingent liabilities. On the 
larger scene, the public interest is served because it stands as a deterrent to 
the filing of registrations by an issuer indifferent to the accuracy or honesty 
of the statement because he knows that if caught, or nearly caught, or threatened 
with being caught, or even investigated, he can withdraw the offensive statement 
at will. Asa stop order prevents this, it will indeed promote truth in securities, 
and that is what Congress intended. 

_That leaves then the claim concerning the substantive amendment of August 
15, 1956. If Columbia’s complaint was that SEC abused its discretion in now 
allowing the amendment, we would quickly state that Columbia has failed to 
demonstrate any such abuse. But Columbia does not so contend. Its brief 
reflects categorically that it “contends that the substantive amendment 
filed * * * on August 15 * * * terminated, for the purposes of the stop-order 
proceedings, the legal significance of the registration statement as originally 
filed, and that after such amendment, the registration statement as originally 
filed was entitled to no further consideration in the stop-order proceed- 
ings. * * * Under Section 8(a), the substantive amendment, once filed, consti- 
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tuted the only form of registration statement on file which the Commission 
lawfully could consider in these proceedings.” In short it contends that the 
original registration statement has disappeared from view. 

The premise for this claim is that under Section 8(a), note 2, supra, where 
an amendment is filed before the effective date of the registration, the “‘state- 
ment shall be deemed to have been filed when such amendment was filed.” On 
this, the argument is made that with the filing of the amendment, the original 
filing evaporates since nothing was “deemed to have been filed” until the date 
of the amendment. 

We find this without any merit. Section 8(a) deals with the effective date, 
i.e., the time at which it is lawful to sell the securities. It deals wholly with 
time, and the effect in point of time of an amendment. Under the statutory 
scheme this has to be fixed with precision. It is not intended to supplant the 
general definition of Section 2(8), 15 USCA § 77b(8), that the “term ‘registra- 
tion statement’ means the statement provided for in Section 6, and includes any 
amendment thereto and any report, document, or memorandum, filed as a part 
of such statement or incorporated therein by reference.” 

The construction sought by Columbia would leave SEC with power (as we 
have held above) but powerless to act. This would follow because on its theory 
all the registrant need do to forestall the stop order proceeding is to file a 
substantive amendment. That process would be endless for on a stop order 
notice as to the first substantive amendment, the registrant would need file only 
a second, and so on ad infinitum. In the meantime promoters, traders, confidence 
men, and the assorted hangers-on of such enterprises could be using the amend- 
ments further to postpone the effective date to enable them to achieve the maxi- 
mum appearance of legitimacy and legality. This would make a farce out of the 
statute. And we must reject a construction which would have that effect. 

If Columbia's complaint under Section 5(b) of the Administrative Procedure 
Act, 5 USCA § 1004(b), that adequate opportunity was not afforded to confer 
informally, is asserted independently of the contention just discussed on the 
effect of the substantive amendment, we think that no abuse of discretion by 
SEC has been demonstrated. The notice of hearing was issued June 29. The 
hearing was set for July 10 and postponed by agreement. There is no showing 
why the request for further postponement was delayed until almost the eve of 
the adjourned hearing. Nor is there any showing to indicate that postpone- 
ment on conference would have been fruitful or would have obviated or simpli- 
fied the subsequent formal hearing. The matters to be covered were specified 
in great detail and the evidence heard under it appears to have covered in like 
detail all of the dealings and transactions by Columbia, the Insurance Company, 
Hand, Eisemann and the others, upon which the stop order was based. 

We are not told whether Columbia thought that in the informal conference 
it could have persuaded the staff of SEC that the facts were other than those 
subsequently found, that such facts were irrelevant if true, or that, as it did 
in argument here, SEC had no power to make the investigation or withhold con- 
sent to withdrawal of the statement. On the latter Columbia had at the outset 
taken its stand on Jones as was its right. We do not think that SEC necessarily 
had to tender an informal conference to ascertain whether Columbia really meant 
this. On the contrary, we think SEC had a right to accept the gage with the 
hopes of success which it has now made good. 

AFFIRMED. 
CAMERON, Circuit Judge: I concur in the result. 


MEMORANDUM OF THE DIVISION OF TRADING AND EXCHANGES OF THE SECURITIES 
AND EXCHANGE COMMISSION ON AMENDMENT PROPOSED IN SECTION 13 OF 
S. 1179 


POSTPONEMENT OF EFFECTIVE DATE OF BROKER-DEALER REGISTRATION 


Section 15(b) of the Securities Exchange Act of 1934 which governs pro- 
ceedings by the Commission to deny or revoke registration as a broker or dealer 
provides, among other things, that pending final determination whether any 
such registration be denied, the Commission may by order postpone the effective 
date of such registration for a period not to exceed a period of 15 days. The 
proposed amendments to this paragraph contained in section 13 of 8S. 1179 would, 
among other things, extend this period from 15 days to 90 days. 
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Under the statute an application for registration does not become effective 
until 30 days after it has been filed, and the Commission may postpone effective- 
ness for an additional 15 days without a hearing. Consequently, the Commis- 
sion can postpone effectiveness without a separate hearing upon that issue only 
for a maximum period of 45 days after the filing of the application. It is fre 
quently a practical impossibility within that period to order a hearing, conduct 
a hearing, and dispose of the case. 

In the course of testimony before this subcommittee on June 16, 1959, industry 
representatives suggested that the 90-day period proposed in the amendment was 
too long and one representative suggested that it be reduced to 45 days. 

Based upon the Commission’s experience in the conduct of denial proceedings, 
the 90-day period proposed in S. 1179 is reasonable and represents the minimum 
time within which it can be expected that a denial proceeding can be completed. 
Our principal reasons are as follows: 

(1) In opposing the time extension industry representatives added the 30- 
day period which under present law elapses between the filing of an application 
and its effective date to the 90-day postponement proposed by the bill, to produce 
a period of 120 days. This assumes that the proceeding to deny may be com- 
menced the day the application is filed. This, of course, rarely if ever occurs. 
A denial proceeding is not commenced unless there is evidence which tends to 
prove that the applicant has been guilty of one of the acts of misconduct speci- 
tied as a disqualification in the statute, and that the evidence to be produced 
at the hearing may show that it is in the public interest to deny registration. 
This determination is not made lightly since it is recognized that the commence- 
ment of a proceeding will have a serious impact on the applicant. Conse- 
quently, no denial proceeding is commenced unless there has been at least a 
preliminary investigation to obtain the facts with regard to the applicant. 
Ordinarily, this consumes a major part of the 30-day period. 

(2) Proceedings to deny registration to a broker or dealer are conducted in 
accordance with the Administrative Procedure Act and the Commission’s Rules 
of Practice and in a manner which affords full opportunity for hearing and 
the presentation of evidence. The following procedure is essentially followed : 
an order is issued directing that the proceeding be held, specifying the issues to 
be determined and setting the matter down for hearing. At least 10 days notice 
is usually provided. The hearing is then held before a hearing examiner fol- 
lowing which each party has the right to submit proposed findings of fact and 
conclusions of law and a brief in support thereof. The hearing examiner pre- 
pares and files his recommended decision. The parties have the right to file 
exceptions to that decision and briefs in support thereof. The matter is then 
set down for oral argument before the Commission and after the argument the 
Commission must reach a decision and prepare its findings and opinion. It is 
obvious that under the best of circumstances, this procedure takes considerable 
time. There are, in addition, many sources of delay. Counsel may require 
additional time to prepare for the hearing or may have conflicting court engage- 
ments. It may be necessary to adjourn the hearings for the convenience of 
witnesses or to obtain testimony of witnesses in various parts of the country. 
Pre-trial proceedings may be necessary. Various motions and applications may 
be filed and have to be disposed of before the hearing is convened. 

(8) It is in most cases nov advantage to an applicant to have his application 
become effective while proceedings for denial are in progress. He will not wish 
to incur the expense of setting up his office and going into business while the 
question of his right to be registered is in the process of adjudication, particu- 
larly as the proceedings might immediately be converted into revocation pro- 
ceedings. Consequently, applicants usually consent to postponement of the 
effective date of registration until final determination of the proceedings. 

(4) The following data with respect to the Commission’s experience in broker- 
dealer proceedings supports the reasonableness of the proposed amendment. 
During the 3 fiscal years 1957, 1958, and 1959 to date, the Commission has 
closed an aggregate of 170 proceedings to deny or revoke registration of broker- 
dealers. Of these proceedings, only 34 were disposed of in 3 months or less, 
50 required more than 3 months but less than 6 months, 60 required more than 
6 months but less than a year, and the balance required more than 1 year. 
Turning specifically to denial proceedings, there have been 26 such proceedings 





350 SEC LEGISLATION 


commenced in fiscal years 1957, 1958, and 1959 to date. Approximately 2,300 
applications for registration were filed during this period, which indicates the 
relative infrequency of such proceedings. Of these 26 proceedings, 6 are now 
pending. Of the remaining 20, only 4 were completed within 90 days after the 
commencement of the proceeding and of the 4, 2 were disposed of by the Com- 
mission’s accepting applicants’ notice of withdrawal and dismissing the pro- 
ceeding. Of these 26 proceedings, in only one did the applicant fail to consent 
to postponement of the effective date so that his registration became effective 
during the pendency of the proceeding. A revocation proceeding was then 
commenced and is now pending. 





MEMORANDUM OF DIVISION OF TRADING AND EXCHANGES OF THE SECURITIES AND 
EXCHANGE COMMISSION ON AMENDMENT PROPOSED IN SECTION 15 oF S. 1179 


SUSPENSION OF TRADING OVER THE COUNTER 


While endorsing the proposal in section 15 of S. 1179 to add a new section 
15(c) (4) to the Securities Exchange Act to give the Commission the power to 
suspend over-the-counter trading in a security for one or more periods of 10 
days each where this is necessary in the public interest and for the protection 
of investors, industry representatives suggested “that flexibility should be intro- 
duced * * * by allowing trading in such suspended securities if effected in 
accordance with rules and regulations adopted by the Commission” (record, p. 
102). A similar suggestion was made to the effect that “some change should 
be introduced to permit trading in a suspended security in cases where the 
Commission believes relief should be granted” (record, p. 172). One of the 
reasons advanced for the proposals was that the prohibition “might ‘lock in’ a 
holder of the suspended stock even though he might have a willing buyer who is 
thoroughly familiar with the facts surrounding the suspension” (record, p. 102). 

The Commission’s proposed amendment is intended to make it possible to 
protect public investors in situations where the information necessary to make 
an informed judgment whether to buy or sell the security is not available at the 
time, usually because of some sudden development (e.g. large defaleations affect- 
ing the financial condition of the issuer). It is highly unlikely that any pro- 
spective purchaser would be “thoroughly familiar with the facts” under these 
circumstances. At the most, he would generally be aware that all the material 
information is not available at that time. The prohibition is applicable to 
brokers and dealers, and while such a professional might be able to find a “willing 
buyer” under the circumstances, it is difficult to conjure up a situation in which 
a particular type of transaction should be sanctioned during the period when 
trading is thus suspended. However, the Commission would not object to being 
given the power to provide exemptions from the prohibition by rules and 
regulations. 





MEMORANDUM OF THE DIVISION OF TRADING AND EXCHANGES OF THE SECURITIES 
AND EXCHANGE COMMISSION ON AMENDMENT PROPOSED IN SECTION 20 OF S. 1179 


SUMMARY SUSPENSION POWER UNDER SECTION 19 (A) (4) OF THE SECURITIES EXCHANGE 
ACT OF 1934 


With respect to the proposal in section 20 of S. 1179 to amend section 19(a) (4) 
of the Securities Exchange Act it was suggested that the Congress “impose an 
overall time limit within which the Commission must proceed to a hearing as 
provided in section 19(a) (2). The proposal was also criticized on the basis 
that “As under the act in its present form, there would be no standards except 
the opinion of the Commission that the public interest requires suspension.” 
This comment goes on to add “The amendment does not appear to add signifi- 
cantly to the vast power already accorded the Commission by this section. It 
merely gives specific authority for what the Commission does anyway. Here, 
as elsewhere, the addition of standards more specific than the mere reference 
to the public interest would be desirable.” 

Section 19(a)(4) authorizes the Commission to summarily suspend trading 
in any security registered on a national securities exchange for a 10-day period 
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if in the Commission’s opinion such action is necessary or appropriate for the 
protection of investors and the public interest so requires. The proposed amend- 
ment would codify the Commission’s interpretation that it has the power to 
renew temporary suspensions for one or more additional periods not exceeding 
10 days each. 

The power under section 19(a)(4) is of an emergency nature and has been 
exercised Whenever developments in respect of the affairs of an issuer made it 
impossible for trading to be conducted on a fair and informed basis. It is a 
summary power intended to protect investors, both sellers and buyers, who be- 
cause of sudden developments (e.g., where there are large defalcations re- 
sulting in uncertainty as to the financial condition of the company) are unable 
to make informed judgments whether to buy or sell the security or at what 
price. The temporary suspension of trading allows time to obtain and make 
public the information necessary to reach such informed judgments. In some 
cases where the Securities Exchange Act has been violated by the issuer this 
informaton will be obtained and made public in the course of a proceeding under 
section 19(a)(2). Such a proceeding, however, is not necessary before the 
section 19(a) (4) power can be used; nor will it always be possible to institute 
such a proceeding, because the circumstances which give rise to the need to 
exercise this power may not involve any violation of the Securities Exchange 
Act, a condition precedent to the institution of a proceeding under section 
19(a) (2). 

The imposition of any time limitation at the end of which it would be un- 
lawful to issue any further temporary suspensions may be contrary to the 
public interest because, if, by the end of such period, it has been impossible 
to obtain and make public the information necessary for buyers and sellers to 
reach informed judgments, there would be just as much need for suspending 
trading at that time as there was when the first order was entered, and if the 
Commission is powerless to enter further orders to suspend trading investors 
may be harmed. 

There seems to be some tendency in certain of the testimony to think of a 
summary suspension of trading under section 19(a)(4) as in the nature of a 
disciplinary proceeding against someone, in which, at some point of time, there 
should be a hearing followed by a Commission decision on the issues (see trans- 
cript, p. 190). In fact, as pointed out above, this is an emergency power to be 
invoked where conditions with respect to a security are such that trading can- 
not proceed on an informed and orderly basis. Such an order is in no sense a 
quasi-judicial proceeding at which issues are to be adjudicated between parties; 
indeed, such orders are not directed at any adversary parties. The time during 
which a suspension needs to be continued is not at all within the Commission’s 
control, but depends upon the duration of the conditions in the affairs of the 
issuer which gave rise to the suspension, a matter often not subject to any- 
one’s control. These factors are recognized in the constitutions of the major 
stock exchanges which authorize the board of governors to “suspend dealings in 
securities’ without specifying either the reasons for, or the duration of, such 
suspensions, or providing for any hearings.* 

It is difficult to see how section 19(a) (4) could be revised to provide “stand- 
ards more specific” than ‘‘that the public interest so requires” and that “such 
action is necessary or appropriate for the protection of investors,” or what 
standards would be more appropriate. The standards of “the public interest” 
and “the protection of investors” are the standards used generally throughout 
the act as a condition precedent to Commission action. (For example, many 
provisions authorizing the Commission to adopt rules and regulations as to 
various matters are conditioned on the requirement that such rules and regu- 
lations are necessary or appropriate in the public interest or for the protection 
of investors.) The section 19(a)(4) power is an emergency power which may 
have to be used in a variety of situations and any attempt to spell out the cir- 
cumstances under which the Commission may exercise such power may so re- 
strict the Commission’s authority as to make it impossible for the Commission 
to act in a situation where such action is necessary. 





* Constitution of the New York Stock Exchange, art. III, sec. 7: constitution of the 


a Stock Exchange, art. II, sec. 1; constitution of the Midwest Stock Exchange, 
art. , See. 1. 
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MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON AMENDMENT 
PROPOSED IN SECTION 30 OF S. 1179 


FORFEITURE FOR FAILURE TO FILE REQUIRED INFORMATION, DOCUMENTS, OR REPORTS 


Various objections have been made to the proposal in section 30 of S. 1179 to 
add a new section 32(¢), which would impose a forfeiture of $100 a day for the 
failure to file information, documents, or reports pursuant to the Securities 
Exchange Act or any rule thereunder. The proposal in section 30 of the bill 
would supplement the existing forfeiture provision now contained in section 
32(b) of the act which is limited to reports required by virtue of the under- 
taking specified in section 15(d) of the act. 

On the basis of a reexamination, made in the light of the comments expressed 
at the hearings on section 30 of the bill, the Commission would have no objec- 
tion to modification along the following lines: 

(1) The forfeiture provision be limited to the reports required under sections 
13 and 16 of the act, i.e., periodic reports of issuers and ownership reports of 
“insiders”, respectively. 

(2) Recovery of the forfeiture would bar a criminal prosecution for the 
failure to file the report, with the option in the Commission to determine 
whether to proceed civilly for the forfeiture or criminally under section 32(a) 
of the act. 

(3) In the case of ownership reports required under section 16 the forfeiture 
would be a sum not to exceed $50 per day, as determined in the discretion of 
the court. 

The suggestion at the hearing that provision be made for notice of failure to 
file prior to the imposition of a forfeiture is not, in the Commission's opinion, 
appropriate. The statute and the Commission's order, in the case of section 16 
reports, and the Commission’s rules, in the case of section 13 reports, already 
specify the time within which the reports must be filed. The Commission's 
rules provide for seeking additional time within which to file reports required 
under section 13. Furthermore, the section 16 reports and certain of the sec- 
tion 13 reports must be filed upon the happening of certain events, the knowl- 
edge of which is usually not available to the Commissign although known to 
the persons who are required to report. In these circumstances, it is partic- 
ularly questionable whether a notice requirement would even be feasible. 

The suggestion that there be a limitation on the amount of the forfeiture is 
met indirectly in connection with section 16 reports insofar as discretion is 
vested with the court to determine the amount of the assessment. In the area 
of the section 13 reports the Commission adheres to the policy of no limitation 
in the amount of the forfeiture which is now embodied in section 32(b) of the 
act in dealing with reports pursuant to a section 15(d) undertaking. 

The Commission also suggests that the statute be modified so that it would 
be authorized to bring the civil forfeiture actions in connection with section 
15(d) undertakings as well as sections 183 and 16 reports. Section 32(b) now 
in effect authorizes the Department of Justice to bring the actions resulting 
from section 15(d) undertakings. 

Appropriate statutory language will be submitted after consultation with the 
Department of Justice. 


MEMORANDUM OF TRE SECURITIES AND EXCHANGE COMMISSION REGARDING ITS 
NeT CAPITAL RULE 


THE STATUTE 


The Securities Exchange Act of 1934 contains two provisions which relate to 
the capital and financial position of brokers and dealers. The first of these is 
section 8(b) which makes it unlawful for a member of a national securities 
exchange or any broker or dealer who transacts a business in securities through 
the medium of any member: 

“To permit in the ordinary course of business as a broker his aggregate 
indebtedness to all other persons, including customers’ credit balances (but ex- 
cluding indebtedness secured by exempted securities), to exceed such percentage 
of the net capital (exclusive of fixed assets and value of exchange membership) 
employed in the business, but not exceeding in any case 2,000 percent, as the 
Commission may by rules and regulations prescribe as necessary or appropriate 
in the public interest or for the protection of investors.” 
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The second provision relevant to this subject is section 15(c) (3) of the Securi- 
ties Exchange Act, which was added by Public Law No. 719, 75th Congress 
(1938), and reads as follows: 

“No broker or dealer shall make use of the mails or of any means or instrumen- 
tality of interstate commerce to effect any transaction in, or to induce or attempt 
to induce the purchase or sale of, any security (other than an exempted security 
or commercial paper, bankers’ acceptances, or commercial bills) otherwise than 
on a national securities exchange, in contravention of such rules and regulations 
as the Commission may prescribe as necessary or appropriate in the public inter- 
est or for the protection of investors to provide safeguards with respect to the 
financial responsibility of brokers and dealers.” 

It will be noted that section 8(b) is self-operating and does not require the 
exercise of any rulemaking power by the Commission. This section, however, 
has not been effective for the following principal reasons: 

1. It is not applicable to over-the-counter broker-dealers other than those who 
transact a business in securities through the medium of an exchange member. 

2. Its limitations are applicable only “in the ordinary course of business as 
a broker,” thus apparently excluding indebtedness not incurred in the “ordi- 
nary course of business” and indebtedness incurred in the course of business 
as a dealer. Indebtedness in these excluded categories presents a hazard to 
customers equal to that presented by indebtedness incurred “in the ordinary 
course of business as a broker.” 

For these reasons the Commission relies primarily on section 15(c)(3) and 
its rule thereunder (rule 15¢3-1) for the establishment of capital requirements. 


HISTORY OF THE RULE 


Although section 15(¢) (3) of the act became effective in 1938, the Commission 
did not immediately exercise the rulemaking power therein granted. In 1942 
the National Association of Securities Dealers, Inc., which is registered as a 
national securities association pursuant to the provisions of section 15A of 
the Securities Exchange Act and includes in its membership most of the over- 
the-counter broker-dealers in the United States, proposed the adoption of an 
amendment to its bylaws which would require that all members dealing directly 
with customers have a minimum net capital of $5,000, and that all other mem- 
bers have a minimum net capital of $2,500. When this bylaw was submitted 
to the Commission, in accor€ance with the provisions of section 15A, the Com- 
mission, after hearing, disapproved the proposed bylaw, finding it inconsistent 
with the purposes of section 15A upon the ground that it would discriminate 
against small broker-dealers. In that connection it was conceded by the asso- 
ciation that the adoption even of the relatively modest capital requirements 
provided in the proposed bylaw might result in expulsion of over a quarter of 
the membership of the association who apparently did not have sufficient 
capital to satisfy the proposed requirements. 

In its opinion (12 SEC 322, 326 (1942)) the Commission announced that it 
would adopt its own capital rule and that in doing so it proposed to utilize 
the ratio method employed in section 8(b), both in deference to the congres- 
sional policy there expressed and in order to provide a rule which would impose 
adequate safeguards in the case of broker-dealers having a substantial indebted- 
hess without unnecessarily penalizing small broker-dealers. In that connection 
the Commission pointed out that any minimum dollar figure which would be 
reasonable as applied to the business of a small broker-dealer might be totally 
inadequate for a larger firm which had substantial indebtedness to customers. 

Thereafter, following extensive studies for the purpose of developing appro- 
priate definitions of the terms “aggregate indebtedness” and “net capital’ 
the Commission adopted its own rule 15c3—1 in 1944 (Securities Exchange Act 
Release No. 3602, Aug. 11, 1944; Securities Exchange Act Release No. 3617, 
Nov. 8, 1944). The rule was substantially revised in 1955 to clarify its pro- 
visions and to strengthen the safeguards which it provides for customers 
(Securities Exchange Act Release No. 5156, Apr. 11, 1955). A copy of this 
release is attached. The principal change made by this revision was to increase 
the deduction from the market value of securities owned by the broker-dealer 
described below, thus increasing the margin of safety provided. 


ANALYSIS OF THE RULE 


There is attached hereto a copy of the rule as presently in effect. As will be 
hoted, paragraph (a) provides that no broker-dealer shall permit his aggregate 
indebtedness to all other persons to exceed 2,000 percent of his net capital. 
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That is, his aggregate liquid assets, computed in accordance with the rule, 
must be 105 percent of his aggregate indebtedness. For example, if a broker- 
dealer has liabilities of $1,000, he must have assets computed in accordance 
with the rule of not less than $1,050. Thus the aggregate indebtedness ($1,000) 
is 2,000 percent of his net worth ($50), which figure is arrived at by sub- 
tracting his total liabilities from his total assets. 

A major portion of the rule consists of definitions of “aggregate indebted- 
ness” (par. (c)(1) of the rule) and “net capital” (par. (c)(2) of the rule), 
The definition of net capital is particularly significant, since it defines net 
capital to mean the net worth of the broker-dealer, subject to seven specified 
adjustments. 

Subparagraph (c)(2)(B) of the rule requires that net capital be adjusted 
by deducting fixed assets and assets which cannot be readily converted into 
cash, including, among other things, real estate, furniture and fixtures, exchange 
memberships, prepaid rent, insurance and expenses, goodwill, organization 
expenses, unsecured advances and loans, and customers’ unsecured notes and 
accounts. 

Subparagraph (¢c)(2)(C) requires the deduction of specified percentages of 
the market value of securities long and short in the accounts of the broker- 
dealer, and in the accounts of partners. Except in the case of certain debt 
securities and prior preferred stock, this deduction is 30 percent of the market 
value. Smaller deductions are provided for such debt securities and prior 
preferred stock in view of the fact that the market for these securities does not 
fluctuate to the same degree as that for common stock. These deductions pro- 
vide a substantial margin of safety for customers against losses incurred by a 
broker-dealer as a result of market fluctuations. 

Similar deductions are provided tor in the case of commodity futures con- 
tracts and securities which are the subject of open contractual commitments, 
that is, executory contracts to purchase or sell securities not yet performed. 

In addition to providing a margin of safety, these deductions tend to prevent a 
broker-dealer from overextending himself. Thus, if a broker-dealer invested 
$100,000 in cash from his capital in the purchase of stock for his own account, 
he would need to provide an additional $30,000 in cash capital in order to retain 
the same net capital position under the rule as he had 'before the purchase. 
Similarly, if he contracted to purchase $100,000 worth of stock, he would have to 
enter the full purchase price as a liability, but would value the stock to be 
acquired at only $70,000, so that $30,000 in cash would be required to carry the 
commitment. ; 

The purpose of all of these adjustments is to include among assets in the 
computation of net capital only liquid assets which can be immediately realized 
in cash for the satisfaction of indebtedness, so that the broker-dealer will be in 
an entirely liquid position at all times and able to discharge his obligations to his 
customers immediately. It is to be noted that this standard of liquidity is higher 
than that required of banks, which may invest a substantial portion of their de- 
posits in loans upon which they may not be able to realize immediately. 

The operation of the rule may be illustrated by the following simplified ex- 
ample, representing the financial position of a relatively small broker-dealer. 

Assume the balance sheet of broker A is as follows: 





ASSETS 
a eit $10, 000 
I Sc NN i a le ec ll 15, 000 
Amounts due from customers secured by adequate collateral____-___-~- 1, 000 
Accounts receivable from customers unsecured_______________________ 2, 500 
I ln dle easel 2, 000 
I ee ee Rien Be ead 500 
a te dee 31, 000 
LIABILITIES AND CAPITAL 
Dae a Teer e-credit wetness ee 1, 500 
eee eee ee cee oem eae 5, 000 
Sarees suse ty ROT oh ee sl 4, 500 
RNR rs eon s hata meme eeS 9, 000 
eee S80, Oia 2 re es es ee ay ne Bt 11, 000 
rome Mabitition amd maeltel Ot 262 2! sc ele i et ee 31, 000 
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Applying the adjustments specified in the rule to this firm, the unsecured 
accounts receivable from customers, the furniture and fixtures and the prepaid 
expenses would be eliminated under the provisions of paragraph (c)(2)(B) of 
the rule reducing admissible assets by $5,000. From the market value of the 
stocks owned by the firm, which aggregate $15,000, there would be deducted 30 
percent of this amount, or $4,500. Thus for purposes of the rule, the assets 
would be reduced by $9,500, thus leaving a balance of $21,500. Since the firm 
has liabilities of $20,000, its net capital computed under the rule would be $1,500. 
Its aggregate indebtedness is $20,000 and it is required by paragraph (a) of the 
rule to have a net capital not less than 5 percent of this sum, or $1,000. The 
firm, therefore, is in compliance with the rule, but only by a margin of $500. 
It could not assume additional commitments for the purchase of stock exceeding 
$1,667 without obtaining additional capital by reason of the 30 percent deduction 
in the rule. 

The Commission enforces the net capital rule vigorously. Compliance with 
this rule is checked on each broker-dealer inspection. If a broker-dealer is not 
in compliance, he is given a few days to put up the additional capital, and if 
he fails to do so, administrative or court action is ordinarily taken against him. 
If he again violates the rule, immediate action may be taken. During fiscal 
1957 violations of the net capital rule were alleged in 34 injunctive actions and 
20 revocation proceedings. During fiscal 1958 it was necessary to charge such 
violations in only 15 injunctive actions and 12 revocation proceedings, indicating 
the deterrent effect of the enforcement policy pursued. 


STAFF MEMORANDUM ON AMENDMENTS TO S. 1179, THE SECURITIES 
EXCHANGE ACT OF 1934 


The Securities Exchange Act of 1934 deals with post-distribution trading. 
It has three basic purposes: to afford a measure of disclosure to people who 
buy and sell securities; to regulate the securities markets; and to control the 
amount of the Nation’s credit which goes into these markets. 

All stock exchanges must register unless exempted by the SEC, which has 
certain supervisory functions with respect to their rules and has authority to 
suspend or expel exhange members who violate the act. The Commission also 
has certain authority with respect to various exchange practices such as short 
selling, the specialist system, floor trading and hypothecation by brokers of cus- 
tomers’ securities. 

No security may be listed on an exchange unless its issuer files an applica- 
tion for registration with both the exchange and the SEC containing much the 
same information as is required for new issues by the 1933 act. This informa- 
tion must be kept current by the filing of annual and other reports with the 
exchange and the SEC. The solicitation of proxies in respect of listed and 
registered securities is subject to SEC control, and there are certain provisions 
governing the trading in such securities by the issuer’s officers, directors, and 
principal stockholders. 

Securities which are not listed on an exchange are not subject to the regis- 
tration, reporting, proxy, or insider trader provisions. However, over-the- 
counter brokers and dealers must themselves register with the SEC; they 
must maintain appropriate records and file statements of financial condition ; 
they are subject to inspection at any time by the SEC, and to denial or revoca- 
tion of registration in certain contingencies; and there is also provision, under 
a 1938 amendment of the act, for the registration with the SEC of “national 
securities associations” of over-the-counter brokers and dealers who thus regu- 
late their own business practices under the general supervision of the Commis- 
sion. 

There are general provisions outlawing fraud and manipulation in both the 
exchange and over-the-counter markets, and the SEC has a considerable amount 
of rulemaking authority. The credit provisions of the act give the Board of 
Governors of the Federal Reserve System authority to promulgate margin rules 
and the SEC the task of enforcing them. 


AMENDMENTS TO THE SECURITIES EXCHANGE ACT OF 1934, 8S. 1179 


The amendments in S. 1179 are recommended by SEC. A substantial number 
of the amendments were designed to make SEC’s enforcement activities more 
effective by providing additional remedies and eliminating or minimizing various 
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problems which have come to light in the course of SEC enforcement over 
recent years. Some of the proposed amendments were intended to reflect changes 
that have taken place since 1934. 

This memorandum covers the principal substantive amendments. Technica] 
or codifying amendments have been omitted. 

The principal amendments, which are discussed in the following order, would 
(1) extend regulations over registered brokers’ and dealers’ margin, extension 
- credit, and proxy practices directly instead of indirectly; S. 1179, sections 

», 11, and 12; discussed on page 356 of this memorandum ; (2) expand the power 
- aad rules over financial responsibility of brokers and dealers, and over the 
lending of customers’ securities by brokers and dealers, section 6, page 357; see- 
tion 7, page 358; (3) increase the power over denial or revocation of broker. 
dealer registration, including the withdrawal of an application for registration, 
section 13, page 360; page 360; page 361; page 361; page 362; (4) expand 
the power to suspend trading in any registered security on an exchange, suspend 
trading in all stocks on any exchange, section 19, page 363; section 20, page 364; 
create the power to suspend trading in the over-the-counter market, section 15, 
page 365; create the power to make rules in “when issued” trading in the over- 
the-counter market, section 14, page 365; (5) define more widely “matched orders” 
and a “series of transactions,” to discourage manipulation, section 8, page 366; 
section 9, page 367; (6) add a $100-a-day fine for late filing of any report, section 
30, page 368; (7) add a prohibition against larceny and embezzlement, section 
31, page 369; (8) create the power to have a broker adjudged a bankrupt, section 
25, page 369; (9) create the power to grant an injunction for a past violation of 
the act, section 24, page 370; (10) add prohibitions against “aiders and abettors,” 
section 22, page 370: (11) create jurisdiction to decide who was a “cause” of 
broker-dealer revocation, section 16, page 371; and (12) expand the SEC's author- 
ity to suspend or withdraw the registration of a national exchange, section 18, 
page 372. 

SECTION-BY-SECTION TABLE OF CONTENTS 


The substantive sections of S. 1179 are discussed in this memorandum on the 
following pages: 


Section . Page 
‘“‘Member’”’ of a stock exchange redefined 372 
3. Registration of a stock exchange . . 371 
4. Jurisdiction over extension of credit to customers by brokers and dealers 356 
5. Jurisdiction on borrowing by brokers and dealers. __- 356 
6. Expansion of rulenaking power over financial responsibility of brokers and dealers 352 
7. Creation of rulenaking power over lending of customers’ securities by brokers and dealers 352 
8. Wider definition of ‘matched orders’’ 364 
9. Wider definition of ‘‘series of transactions’ 367 
10. Extension of general antifraud provision 367 
11, Jurisdiction over extension of credit during an underwriting; prohibition extended to brokers or 
dealers _- 356, 359 
12. Jurisdiction over broker or dealer proxy practices. 356 
13. Increase of power over denial or revocation of broker-dealer registration generally 360) 
Disqualification for criminal conviction _ _- = : : , , 360 
Disqualification for enjoinment . 360 
Disqualification for willful violation ‘of Investment Advisers Act_. 361 
Creation of power to suspend registration of broker 361 
Extension of power to postpone effectiveness of registration pending denial 361 
Creation of power to deny withdrawal of application for broker-dealer registration -__ 362 
14. Creation of rulenaking power over ‘‘when issued”’ trading in over-the-counter market 365 
15. Creation of power to suspend trading in over-the-counter market 365 
16. Creation of jurisdiction to decide who was a ‘‘cause’’ of broker-dealer revocation __- 371 
17. SEC review of action against rezistered representative - - 371 
18. Suspension or withdrawal of registration of national exch: ange 72 
19. Expansion of power to suspend trading in any registered security on an exchange --- 363 
20. Expansion of power to suspend trading in any registered security on an exchange, continued; in 
all trading on any exchange ; 364, 365 
22. Addition of prohibition against aiders and abettors 7 
24. Creation of power to grant an injunction fer past violation of the act 370 
25. Creation of power to have broker adjudged a bankrupt 369 
30. Addition of $100-a-day fine for late filing of any report 3 368 
31. Addition of prohibition against larceny and embezzlement 369 


Section 4, 5, 11, and 12. Margin requirements, extension of credit, and prory 
practices ; jurisdiction over brokers and dealers 
The Securities Exchange Act of 1934, as originally written, was based upon 
Federal jurisdiction over stock exchanges and their members. It restricted 
the activities of exchanges and their members and also other brokers and dealers 
who transacted business in securities through members of stock exchanges. 
Among the requirements imposed on members, and on brokers and dealers 
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transacting business through them, were specific restrictions on extension of 
credit to customers (sec. 7(c)), indebtedness incurred by brokers (sec. 8(b)), 
extension of credit during an underwriting (sec. 11(d)), and proxies (sec. 
14(b) ). 

In 1936, section 15 of the act was added, in order to provide for control of 
over-the-counter markets. Section 15 required registration of all brokers and 
dealers who used the mails or any means of interstate commerce to effect 
transactions in securities. SEC was authorized to issue rules relating to 
fraudulent practices by, and financial responsibility of, brokers and dealers 
and to require reports by certain companies (sec. 15(c) and 15(d)). 

Because of the specific nature of the provisions of sections 7, 8, 11, and 
14 relating to extension of credit and proxies, SEC has felt that it should proceed 
through those sections in regulating brokers and dealers, instead of through 
the more general provisions of section 15. This means that in those cases 
SEC must show that the broker or dealer transacted business through an ex- 
change member, instead of merely showing use of the mails or other means of 
interstate commerce. Most registered over-the-counter brokers and dealers 
transact business through exchange members and can therefore be controlled 
through sections 7, 8, 11, and 14. However, SEC considers the additional step 
of showing the transaction of business by a broker or dealer through a member 
of a stock exchange unnecessary and undesirable. ; 

In order to correct this situation, various sections of S. 1179 amend (i) see- 
tion 7(c) dealing with extension of credit to customers (sec. 4 of S. 1179); 
(ii) section 8(b) dealing with indebtedness incurred by brokers (sec. 5 of S. 
1179): (iii) section 11(d) dealing with credit extended by underwriters (sec. 
11 of S. 1179) ; and (iv) section 14(b) dealing with proxies (sec. 12 of S. 1179). 
These changes are effected by making the sections applicable to registered 
brokers and dealers. 

Other amendments are made to these sections of the act by S. 1179 and are 
dealt with later. This section is intended to cover only the jurisdictional aspects 
of these amendments. 


Section 6. Expansion of regulation over financial responsibility of brokers and 
dealers 

Section 8(b) is designed to protect customers against the risk of a broker’s 
insolvency by restricting the amount of obligations he may incur. The statute 
fixes a top limit on the obligations a broker may incur in the normal course of his 
brokerage business, at 20 times his net capital, and authorizes the Commission 
by rule to fix a smaller ratio. 

The section does not apply to dealers who co no brokerage business, even 
though they hold customers’ funds and securities, and it applies to broker- 
dealers only with respect to their brokerage business. 

It is difficult to segregate the indebtedness incurred by a broker-dealer in 
the course of his brokerage business from that incurred in his business as a 
dealer. In additiop, obligations incurred by a broker outside of his brokerage 
business, whether in his business as a dealer or in a business outside the securi- 
ties field, may subject his customers to the same kinds of risks as the obliga- 
tions he incurs as a broker. 

These limitations render the section so ineffective that SEC has not con- 
sidered it worthwhile to exercise its rulemaking power. 

Section 15(c) (3), added in 1936, grants SEC general rulemaking power over 
the financial responsibility of both brokers and dealers in the over-the-counter 
market. It permits SEC to issue any rules it thinks proper in the public interest 
or for the protection of investors. But it cannot be applied when a broker 
or a dealer effects 2 transaction on a national stock exchange. 

Under section 15(c) (3), SEC has issued rules comparable to section 8(b) 
which apply to all brokers and dealers in the over-the-counter market, whether 
or not registered. These rules prescribe a maximum 20-to-1 ratio between aggre- 
gate indebtedness and net capital, and define these terms in detail. (SEC 
considered but rejected the possibility of establishing a fixed minimum capital 
rule.) An exception is made for members of eight specified national exchanges 
whole rules and settled practices are more comprehensive (SEC rule 15c3-1). 
Under section 15(3)(c), SEC has wide discretion with respect to the rules it 
may prescribe. This very flexibility, and the scope it gave to SEC, were in 
part responsible for the fact that these rules were not issued until 1944. 

SEC, in section 6 of S. 1179, requests a general power to issue rules respecting 
the financial requirements of all brokers and dealers. The effect of the amended 
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introductory paragraph of section 8 (see sec. 4 above) and amended section 8(b) 
would be to prohibit any member of a national securities exchange, any broker 
or dealer operating through such a member, and any broker or dealer registered 
under section 15(b) from effecting any transaction in, or buying or selling, any 
securities except in compliance with SEC’s rules for financial responsibility of 
brokers and dealers. The general rulemaking authority over this subject is 
transferred to section 8(b), and is renumbered from section 15(c) (8) (see see, 
14 of 8.1179). 

The only brokers or dealers who would be excepted from these rules relating to 
financial responsibility would be those whose business is purely intrastate. 

Although this new rulemaking power over brokers and dealers who are ex- 
change members, and over brokers and dealers transacting business through 
them, would be added to its jurisdiction, SEC points out that as a practical 
matter very few new persons would be covered; most exchange members carry 
on some over-the-counter business, and can be subjected to SEC rules with 
respect to that business; in fact most of them are regulated as to their over- 
the-counter business by the rules of the eight qualifying exchanges and therefore 
SEC excepts them. 

The authority requested under section 6 or 8S. 1179 is extremely broad. It was 
criticized on this account. 

On June 3, in response to these criticisms, the Commission suggested the addi- 
tion of a proviso to its request for general rulemaking authority. The effect 
of this proviso would be to prohibit the establishment of a ratio of aggregate 
indebtedness to net capital more restrictive than 20 to 1. This proviso ap- 
parently reverses the present rule applicable to brokers: now SEC may reduce 
the ratio below 20 to 1, but cannot increase it above 20 to 1; under the proviso 
SEC could increase the ratio above 20 to 1, but could not reduce it below that 
figure. 

The words “more restrictive’ are open to question, it has been suggested, since 
they do not imply in regard to what persons. Perhaps “less than 20 to 1” would 
remove the ambiguity. 

Even under the proviso, the SEC would have extensive authority to define 
aggregate indebtedness and net capital. 

The suggestions from the stock exchanges and the National Association of 
Securities Dealers to cure the present defects of the act are: (1) amend section 
8(b) to include dealers, as well as brokers. In response the Commission says 
that this suggestion would not correct other deficiencies listed, noncoverage 
outside of ordinary business, etc.: (2) write into the att the 15c3-1 ratio rules 
with appropriate flexibility reserved. The fear is that though a present ad- 
ministration may promulgate wise rules, a later one without statutory bounds 
to its discretion may write unreasonable ones. The agency fears that for future 
financial developments administrative maneuverability must be maintained; 
(3) in line with the last proposal, write into the act an exception for the ex- 
changes with restrictive rules. Commission reply is that should the exchanges 
fail to enforce their rules, it would put the SEC in the awkward position of en- 
forcing another body’s rules indirectly instead of directly under its own power. 


~ 


Section 7. Expansion of power over lending of customers’ securities by brokers 
and dealers 


In the buying and selling of stock through a broker-dealer, a customer may build 
up “free credit’ cash balances. The broker-dealer will also hold for the 
account of customers fully paid securities owned by such customers. These 
credit balances arise from the transmittal of funds to the broker for investment, 
from the proceeds of sale for reinvestment, from dividends on the stock, ete. 
Customers’ fully paid securities likewise result from cash purchases by 
customers. These funds and securities are frequently used by the broker in his 
own business, perhaps loaned to customers who buy on margin and others. 
In 1950 the total sum of the credit balances owed by member firms reached 
$890 million. - 

As an example, the SEC cites the firm which received from a customer 3,000 
shares of a certain stock with instructions to apply 1,000 shares against a 
purchase of other securities, and to return 2,000 shares registered in the cus- 
tomer’s name. Instead of this, the firm delivered the 3,000 shares in question 
to another broker-dealer to cover a short sale that it had made. 

Section 8(d) of the 1934 act forbids members of a national exchange, or any 
broker or dealer transacting business through them, from lending a customer's 


sec 


apl 
As 
to | 


the 
exc 
are 
is } 


dea 
pra 
con 


aut 
be 
acc 


the 
inv 
ine 
por 
ant 
or 

of 


eff 
seg 
it 

cus 


col 
pe! 


po 


me 
ac 
pr 
ca 

mi 
pr 
ou 
he 
mi 
ar 


ac 
of 
ay 
fo 
sa 


Se 


fr 
is 
m 
w 





X- 


al 
ry 
ith 
pr- 
re 


di- 
act 
ite 
Ap- 
ice 
iso 
lat 


ice 
ild 


ine 


of 
ion 
LYS 
ge 
les 
ad- 
nds 
ure 
ed ; 
ex- 
ges 


yer. 


ers 


lild 
the 
ese 
ent, 
ete. 

by 
his 
ers. 
hed 


000 
ta 
“US- 
tion 


any 
er's 


SEC LEGISLATION 359 


security without the written consent of the customer. (For the proposed 
application of section 8 to registered broker-dealers, see sec. 4 of S. 1179.) 
As a matter of practice, upon the opening of an account the broker may be able 
to get the customer to waive this restriction. 

The prohibition against lending is the only specific protection in the act for 
the free credit balances of stock and cash. For some years the principal stock 
exchanges have required member firms to segregate customers’ securities which 
are fully paid for and excess collateral or excess margin. This requirement 
is not applicable to nonmembers. 

Under section 15(c)(3) SEC has power to compel registration of broker- 
dealers in the over-the-counter market and to make rules over fraudulent 
practices and financial responsibility, but it is not considered wide enough to 
control lending, borrowing, or holding. 

In 1941 SEC proposed a new section 8(e) for the 1934 act giving it rulemaking 
authority to require that money, securities, or other property of customers 
be held by members or other brokers or dealers in a trust, agency, or segregated 
account to safeguard them in case of insolvency. 

In 8. 1179 SEC is asking once more for a general rulemaking power to regulate 
the lending, borrowing, and holding of customers’ stocks for the protection of 
investors or in the public interest. Borrowing and holding stocks would be 
included, as well as the lending of them, now covered by section &8(d). This 
power would apply to exchange members, and their conduits, and all brokers 
and dealers using the facilities of interstate commerce whether registered 
or not. This amendment does not touch the more controversial segregation 
of free credit balances of cash as did the 1941 suggestions. 

Under the power to regulate holding, SEC intends to promulgate rules 
effecting the segregation of customers’ stocks. Presumably the securities so 
segregated will be protected in case of insolvency. Under the lending power 
it is planned to prevent the circumvention of the present requirement that 
customers’ fully paid securities may not be loaned without their consent. 

Objection of brokers and stock exchanges is based upon the replacement of a 
congressional standard (the prohibition of a loan of stock without the owner’s 
permission) by a grant of unchecked discretion. In reply SEC says that it would 
agree to a proviso of the present section 8(d) added to the grant of rulemaking 
power. 

Further recommendations of the regulated industry are that standards imple- 
menting segregation of fully paid stock or excess collateral be written into the 
act as general guides. The fact that SEC offered in 1941 a detailed program for 
protection of credit balances (described above) is proof to the industry that SEC 
can write standards when requested. A fear of the stock exchanges is that SEC 
may have some sweeping reform in mind which it will not bring to the fore at 
present. The New York Stock Exchange, in particular, is emphatic in pointing 
out that the power to control the borrowing and lending by brokers is the very 
heart of stock finance and that that if it so desired SEC could close down the 
market. But the technicalities of broker-dealer lending and borrowing practices 
are too varied to permit of generalization, in the opinion of SEC. 

After these objections the SEC offered the following standard: 

“(d) To borrow, lend, or hold any securities received or carried for the 
account of any customer, or any securities substituted therefor, in contravention 
of such rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors to provide 
for the segregation of fully paid securities and excess collateral or to provide 
safeguards with respect to securities carried for the accounts of customers.” 


Section 11. Increased prohibition of extension of credits by members, brokers, 
and dealers on new security issues 


Section 11(d) of the act prohibits a person who is a broker and a dealer (1) 
from extending credit to a customer on any security which is part of a new 
issue where, within 30 days, he participated in the distribution of such issue asa 
member of a selling syndicate or group, and (2) from effecting a transaction 
with a customer unless he discloses the capacity in which he is acting. 

The requirement that the prohibition against credit extension be applicable 
only to a person engaged in business both as a broker and a dealer was written 
into section 11 because it appeared that the combination of the broker and dealer 
functions in the same person made it possible for a dealer who has undertaken 
to distribute securities to the public to induce his brokerage customers to buy 
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the securities by offering to extend credit on them. (See H. Rept. No. 1388, 
Apr. 27, 1934, to accompany H.R. 9323, 73d Cong., 2d sess., p. 22.) At that time 
the Congress contemplated the possibility of complete segregation of the broker 
and dealer functions and directed the Commission, in subsection (e), to make a 
study of the problem. 

In 1936, the Commission submitted its report to the Congress on “The Feasi- 
bility and Advisability of the Complete Segregation of the Functions of Dealer 
and Broker,” in which it advised against a requirement of complete segregation 
of such functions. Separation of functions no longer appears to be pertinent 
to the problem of extension of credit on new issues of sect. cities. 

It is proposed in the amended section to make such section applicable to mem- 
bers, to dealers, and to brokers, whether or not they combine the two functions. 
The section will apply to national exchange members, to brokers or dealers 
who transact business through them, and to any registered broker or dealer, 
(For the meaning of the last term, see explanation of “registered” in sec. 4 of 
S. 1179.) 

The amendment’s effect, then, will make the credit prohibition applicable to 
a firm which is solely a broker or solely a dealer. As a practical matter, every 
securities house must do business both as a broker or agent for customers and 
also as a dealer for his own account. 


Nection 13. Inercasing power over denial or revocation of broker-dealer regis- 
tration 

Section 15(b) of the act provides for the registration of brokers and dealers 
and for the denial, revocation, withdrawal, and cancellation of such registra- 
tion. 

The fourth paragraph of section 15(b) provides that the Commission shall, 
after appropriate notice and opportunity for hearing, deny or revoke the regis- 
tration of any broker or dealer if it finds that such denial or revocation is in 
the public interest and that such broker or dealer, or any person directly or in- 
directly controlling or controlled by such broker or dealer, is subject to certain 
specified disqualifications. Procedurally it also provides, among other things 
that pending final determination whether any registration shall be denied, the 
Commission may by order postpone the effective date of registration for a period 
not to exceed 15 days, but if, after appropriate notice and opportunity for hear- 
ing, it appears to the Commission to be necessary or appropriate in the public in- 
terest or for the protection of investors to postpone the effective date of regis- 
tration until final determination, the Commission shall so order. 

The disqualifications which are the basis for denial or revocation of regis- 
tration are contained in clauses (A) to (ID) inclusive. Clause (B) sets out a 
disqualification consisting of conviction within 10 years of a felony or mis- 
deameanor “involving the purchase or sale of any security or arising out of the 
conduct of the business of a broker or dealer.” Clause (C) makes certain in- 
junctions a basis for denial or revocation. Clause (ID) provides a disqualifica- 
tion for wilful violations of the Securities Act of 1933 and the Securities Ex- 
change Act of 1934. 


Section 13, part 1. Disqualification for criminal conviction 


SEC recommends that persons convicted of certain crimes not now covered 
in clause -(B) should also be ineligible for registration, when it finds the pub- 
lic interest is to deny or revoke registration. The proposed amendment to 
clause (B) broadens that clause so that conviction of any felony or mis- 
deameanor which the Commission finds arises out of the conduct of the business 
of an investment adviser, or involves embezzlement, fraudulent conversion, or 
misappropriation of funds, securities or other property, or involves a violation 
of the mail fraud statute, is a basis for denial, suspension, or revocation of reg- 
istration, in addition to the crimes already covered by the clause. 

A question may be raised whether a conviction concerning “other property” 
warrants the sanction of revoking the privilege of doing business as a broker- 
dealer. The SEC replies that since the finding must be “in the public interest,” 
a court of appeals would reverse a capricious construction of “ or other property.” 


Section 13, part 2. Disqualification for enjoinment 


SEC recommends that an injunction arising out of the conduct of business of 
a broker or dealer or an investment adviser, which is not now covered by clause 
(C), should also constitute a disqualification, so SEC can determine whether it 
is in the public interest for the person involved to be permitted to engage, or 
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continue, in the securities business, in addition to the matters already covered 
by the clause. 


Section 13, part 3. Disqualification for willful violation of Investment Advisers 
Act 

Clause (D) does not provide a disqualification when SEC finds that there has 
been a willful violation of the Investment Advisers Act of 1940. 

SEC recommends that clause (D) be amended to provide that willful violation 
of the Investment Advisers Act of 1940, or any rule or regulation adopted there- 
under, also constitutes a basis for denial, suspension, or revocation of registration, 
subject to the requirement of a finding that the disqualification is in the public 
interest. 


Section 13, part 4. Creation of power to suspend registration 


Section 15(b) provides only one ultimate sanction in connection with an effec- 
tive registration—revocation. When, in SEC's opinion, this sanction is too 
drastic, it believes it should be authorized to impose a lesser sanction—suspension. 
Section 15(b) now provides for suspension but only pending final determination 
in certain situations. Sections 15A(1)-(2) and 19(a)(8) authorize SEC to 
suspend (as an alternative to expulsion) a member of a registered securities 
association or national securities exchange under certain conditions. 

As the SEC’s powers now stand, suspension may be inconsistently applied. 
SEC can in certain instances suspend a broker from a national association, but 
he will continue to be registered on a national stock exchange. It is urged that 
if a similar flexibility in the imposition of sanctions is provided for in section 
15(b) the purposes and provisions of the section could be more effectively 
enforced. 

The proposal is that section 15(b) be amended to give SEC authority to suspend 
for a period not exceeding 12 months. 

In practice SEC has achieved much the same result by readmitting, either 
conditionally or unconditionally, certain broker-dealers whose registrations have 
previously been revoked. In some cases it has gone farther and provided in its 
original revocation order that it shall be without prejudice to the filing of a new 
application after a specified period. In effect, this amendment would provide a 
firm statutory basis for this kind of action. (It might be appropriate to consider 
whether a fine would also be a useful sanction. The belief of the SEC is that an 
agency should not be put in the position of choosing when to apply the fine.) 


Section 13, part 5. Extension of power to postpone effectiveness of registration 
pending denial 

SEC states that the existing provision for the temporary postponement of the 
effectiveness of the registration of a broker or dealer when SEC proposes to 
institute proceedings to determine whether to deny registration has proved 
administratively unworkable. 

Under the 1934 act an application for registration becomes effective 30 days 
after filing, and SEC may postpone effectiveness an additional 15 days. When 
SEC has instituted a denial proceeding, it may postpone effectiveness until final 
determination only after a hearing. This means that, when SEC institutes a 
denial proceeding, it now can postpone effectiveness until final determination only 
if, within 45 days after the filing of the application, it issues a notice and order 
for hearing, conducts the hearing, reviews the record, and issues its order of post- 
ponement. It frequently becomes a practical impossibility to give adequate notice 
of the hearing, conduct the hearing, review the record, and enter an order within 
this limited period. Furthermore, if such an effort were undertaken it would 
ordinarily be necessary to duplicate the conduct of hearings and the taking of 
evidence on both the postponement question and the ultimate denial question. 

SEC proposes to amend section 15(b) to authorize it to extend from 15 to 90 
days the period during which it can postpone the effective date of registration. 
In a period of this length, the Commission hopes to conduct its proceeding to 
determine whether registration should be denied. In 1957 an indefinite post- 
ponement was suggested. 

The amendment is in conformity with the Administrative Procedure Act, SEC 
points out. Written in 1946, the act provides many of the SEC procedures, such 
as reasonable notice and opportunity for hearing, proposed findings and recom- 
mended decision, exceptions and briefs, argument before the Commission, and 
an opinion. These safeguards take time. 
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The power to postpone registration, pending final determination of a denial] 
proceeding, has been used quite frequently, almost invariably by consent where 
it has been necessary to exceed the 15-day period. 

Industry objection is based upon the complaint of administrative delay and 
dilatory tactics. A broker-dealer may wish to commence his business rapidly, 
As written the amendment will give the agency a total of 120 days in which 
to delay the effectiveness of the registration without the necessity of a hearing 
or a finding of delay necessary in the public interest. 

SEC argues that the time spent is time dedicated to due process, for the benefit 
of the applicant. In practice, the applicant demands additional time to prepare 
himself adequately for argument. 

The report (H. Rept. No. 2711) of the Special Subcommittee on Legislative 
Oversight recommended that each Commission should be required to grant or 
deny any motion in 60 days. Extension to 120 days for a decision would be only 
after hearing, and a showing of good cause (at p. 10). The Commission points 
out that this proposal refers only to a motion, whereas its procedure takes into 
account time for an investigation as well as hearing and decision. 


Section 13, part 6. Creation of power to deny withdrawal of application for 
broker-dealer registration 

The Securities Act of 1933 prescribes the procedure for filing registration 
statements covering securities, and the Exchange Act of 1934 and the Investment 
Advisers Act of 1940 govern applications for registration as a broker-dealer and 
an investment adviser, respectively. Registration becomes effective within 20 
and 30 days after filing, respectively. None of these acts contains provisions 
governing withdrawal of applications before they become effective. (However, 
once effective, sec. 15(b) of the 1934 act conditions withdrawal upon terms 
which SEC finds in the public interest or the protection of investors. ) 

To cover this gap, section 13 would add a sentence to the fourth paragraph of 
section 15(b). Where SEC had begun a proceeding to deny registration, with- 
drawal of an application for a broker-dealer license would require its consent. 
(The same power is also requested under the Investment Advisers Act, sec. 5 
of S. 1182.) 

Analogy to the Securities Act of 1983 is necessary to present the leading Su- 
preme Court case on withdrawal of applications. In Jones v. SEC, 298 U.S. 1 
(1935), the Commission sought to stop the registration statement of securities 
before it became effective. When the petitioner was denied permission to with- 
draw his application the Supreme Court held that his right to do so was un- 
qualified unless clear legal prejudice would result to the defendant, other than 
the threat of future litigation or a renewed application. See pages 19, 21). 
Because there was no adversary proceeding nor a sale of unregistered stock, no 
harm could result to investors. The Court compared the retraction to the right 
to withdraw application for any ungranted license or privilege (to use the mails). 
Though the Court did not say so, it could have added that criminal penalties may 
be invoked for a misstatement willfully made in the application (sec. 24 of the 
1933 act ; sec. 32(a) of the 1934 act). 

Although registration of broker-dealers is not the same as registration of 
stock, yet the rationale of Jones v. SEC is applicable as a matter of general 
administrative law. If SEC applied this principle it would mean that not- 
withstanding a proceeding to deny registration, a broker-dealer would have an 
unqualified right to withdraw his application. The proposed amendment would 
require permission of SEC in that situation. 

As a matter of practice, however, SEC distinguishes the situation of broker- 
dealer withdrawal of application from the Jones rationale. That case allowed 
withdrawal in the absence of clear legal prejudice—and SEC finds that broker- 
dealer withdrawal offers harm to investors. That is, it finds the denial pro- 
ceeding should continue in order to discover whether the applicant has willfully 
violated the act of 1983. If this fact is found, it is a reason for denying a 
later grant of the license (sec. 15(b)(2)(D)). And a person who was a “cause” 
of a broker's expulsion or revocation from an association or an exchange may 
not be hired by a registered broker-dealer (sec. 15A(b)(4)). If he may with- 
draw, he may be hired by an association, thus being in a position to harm the 
public. 

To summarize, then, a broker-dealer is not like an offering of stock—the 
latter may be withdrawn forever or rewritten, but the former has committed 
certain acts which can never be expunged. These facts should be determined 
when he first presents his application. 
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The philosophy of the SEC laws is not to pass on the merits of an applica- 
tion, but merely to disclose the facts. SEC should be allowed to investigate 
those facts, then; it adds that witnesses and evidence such as telephone touting 
may have disappeared if a new application is made later. The right to withdraw 
it freely means wasted administrative effort when a new application may 
only be changed in minor respects, ad infinitum. Later courts have emphasized 
such protection of investors and have distinguished Jones in every possible way 
to accentuate possible harm. See particularly Columbia General Investment 
Corp. V. SEC (C.A. 5, Apr. 6, 1959, 6-11). 

SEC also argues that criminal penalties are extraordinary remedies requiring 
resort to the courts. It points out that under State blue sky laws many cases 
have upheld denial of application withdrawal while proceedings were pending. 

Industry counters by saying that it is the very use of publicity by the agency 
which is arbitrary, because the application is withdrawn, thus preventing harm 
to investors. And the rule of equity stated in the Jones case eliminates 
consideration of fear of successive applications (repeated litigation) as a detri- 
ment to the defendant (at pp. 19, 21). 

As illustrated, industry objection is strong to the amendment. The adminis- 
trative law section of the American Bar Association, also in opposition, has 
suggested a compromise. Its proposed legiSlation would recognize authority 
in SEC, in appropriate cases, to restrain withdrawal after proceeding to deny 
has begun. However, SEC would be required to set forth in findings its reasons 
for considering that the interests of investors or the public would be prejudiced 
by withdrawal. The requirement that SEC state its position would provide 
protection against arbitrary action and afford the registrant a basis for de- 
termining whether to seek court review. 

Procedural defects make this suggestion unworkable, SEC answers. If after 
setting forth its reasons for refusing withdrawal, the registrant appealed to a 
court, there would be no final order of denial for the court to review—merely 
a decision that it intended to start denial proceedings. The Administrative 
Procedure Act requires a final agency order before appropriate court review 
may be invoked (sec. 6(d)). 

Moreover, the present practice of SEC, an announcement of a refusal to 
permit withdrawal reciting the general reasons for believing prejudice to the 
public will result, should have the same effect. 


Section 19. Expansion of power to suspend trading in any registered security 
onan erchange 


Section 19(a)(2), which empowers SEC, after opportunity for hearing, to 
deny, suspend or withdraw up to 12 months, the registration of a security on 
a national exchange, does not authorize SEC to suspend trading in a security 
which still retains its registered status. Section 19(a)(4) authorizes SEC. 
under stated circumstances, summarily to suspend trading on a national ex- 
change in any registered security for a period not exceeding 10 days, or, with the 
approval of the President, summarily to suspend all trading on any national 
exchange for a period not exceeding 90 days. 

The delisting procedure of section 19(a)(2) does not specify how long SEC 
may take to issue its final order. It merely requires prior appropriate notice 
and opportunity for hearing. The oceasion for a delisting is a violation of the 
1934 act. 

During the pendency of proceedings under section 19(a)(2) to determine 
whether to deny, suspend, or withdraw the registration of a security on a 
national exchange, SEC has exercised its summary power to suspend trading 
under section 19(a)(4). Since this power to suspend is limited to a period 
of 10 days, SEC has followed the practice of issuing a series of consecutive 
orders under section 19(a) (4); but this practice has required a new determina- 
tion every 10 days of the necessity of continuing the suspension under the 
standards of that section. In SEC’s opinion, such periodic review and series 
of orders should be unnecessary to suspend trading during the course of a pro- 
ceeding under section 19(a) (2). 

Generally, the power under section 19(a)(4) summarily (without a hearing) 
to suspend trading in a particular security has been exercised where sudden 
changes of circumstances make it appear that the information available to the 
public about a security is misleading or inadequate to permit investors to make 
an informed judgment with respect to the purchase or sale of the security, so 
that there is a possibility for fraud, and it appears that the additional neces- 
sary information can be obtained and made available to investors. Sometimes 
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the necessary information cannot be obtained and made available in the 
10-day period, and the Commission has had to renew the suspension for one 
or more addit*onal periods not exceeding 10 days. However, section 19(a) (4) 
does not expre sly provide such authority. 

The proposed amendment would change section 19(a)(2) to eliminate the 
necessity of resorting to a series of 10-day suspensions under 19(a)(4) during 
the pendency of a proceeding under the former section. SEC could now suspend 
without a time limitation, but only under a standard of public interest and pro- 
tection of investors. More important, upon request of the issuing company SEC 
must “promptly” hear and determine whether these standards require the con- 
tinuation of the suspension. 

Complaint from the regulated companies and broker-dealers relates to the 
failure of the new section to specify a limit to the period of suspension. There 
may be a question as to what “promptly” means. The New York Stock Ex- 
change suggests 30 days. A more serious question is raised as to the failure 
of the original section to designate how long a period SEC may take to issue 
such a final order. The suspension period might be related to a limited time 
for the issuance of a final order, it has been suggested. 

SEC argues that a delisting proceeding will only be undertaken when the 
situation is extremely complex, such as the recent Guterma and F. L. Jacobs 
suspension. It is impossible to specify one single limit which would be appro- 
priate for these differing fact situations. Again, delisting may be undertaken 
because a company is derelict in filing its reports. In these cases it is the 
company which seeks additional time so that it can write reports and submit 
them. SEC adds that because as a practical matter the New York Stock Ex- 
change itself suspends trading, SEC must be able to accord its timing. 
“Promptly” will differ with the circumstances, but the very procedures of the 
Administrative Procedure Act which protect the company are those that delay 
the determination (unless it waives them). On the other hand, a spur to ad- 
ministrative action is provided under the new “request” provision wherein the 
issuer may be able to press SEC by numerous demands for continuation of 
temporary trading. 

The final issue is that of burden of proof. Under old section 19(a) (2), where 
SEC used 19(a)(4) for 10-day suspensions, there was a necessity of a finding 
that “the public interest so requires.”” Under the wording of the new section, 
however, “upon the request of the issuer, the Commission shall promptly hear 
and determine,” etc., the burden may be placed upon the issuer. However, it 
has been shown above that under the new section the initial suspension by SEC 
must satisfy these standards. And in such an issue as the “public interest” 
both sides present all the policy arguments available, SEC adds. It is not com- 
parable to a fact situation where one party will lose if it does not come forward 
with evidence. 


Section 20. Expansion of power to suspend trading in any registered security 
on an exchange, continued; In all trading on any erchange 


New section 19(a) (4) will grant SEC power summarily to suspend trading in 
any registered stock on a national exchange for one or more periods of 10 days. 
Previously it renewed the period, although not specifically empowered to do so 
by the present wording. Although it is true that in suspending SEC must make 
a finding that the public interest so requires, there is uncertainty whether each 
additional suspension requires a new finding. 

More important, suspension under section 19(a) (2) was related to a single 
procedure, that of delisting for violation of the 1934 act. But, as explained 
above, section 19(a) (4) relates to a disastrous situation on the market, such as 
sudden dumping to an extent which would destroy the market in the security. It 
is for the situation of a corporation where delisting is not appropriate. Therefore, 
the industry insists that appropriate notice and opportunity for hearing, as is 
done under the delisting procedure, should be added. The response of SEC is 
that such a delay would allow the vicious practice to continue. The industry 
adds that such a sweeping power of suspension should have an overall limita- 
tion of time, i.e., so many 10-day periods, perhaps 9. A limit may hamper SEC’s 
investigation, it replies. In addition, since the national exchanges would prob- 
ably themselves have suspended the stock, a limitation on SEC would not insure 
renewal of trading. 

The main justification of SEC is directed to the congressional philosophy of 
delegation. Such a decision as the orderly trading on a securities market is not 
the kind that a court is equipped to decide. The expertise of an agency par 
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excellence should have discretion to weigh these issues. SEC admits that rarely 
will a court reverse SEC’s finding of ‘public interest.” 

The second change in section 19(a) (4) would allow suspension of all trading 
on any national exchange with the approval of the President for one or more 
periods of 90 days, rather than just one such period. Such a drastic step has 
never been taken. It is not clear whether the approval of the President is 
required each time or whether a finding of public interest must be made. Indus- 
try objection centers on a failure to limit the total number of periods, a lack 
of notice and hearing, and a failure to show need of this power. SEC responds 
that as a practical matter this power would only be used in an emergency such 
as a war, in which case new legislation would become necessary. 

Section 15. Creation of power to suspend trading in over-the-counter market 

SEC asks for the power to suspend trading in any stock sold in the over-the- 
counter market. A new section 15(c)(4) would grant the power, similar to 
that requested under the proposed amendment to section 19(a) (4), to summarily 
suspend for an unlimited number of 10-day periods. No broker or dealer would 
during that time be allowed to effect any transaction in such a stock if using 
the mails or any means of interstate commerce. 

Industry repeats its opposition to lack of a time limitation or a provision for 
notice and hearing. SEC points out that a finding of public interest and protec- 
tion of investors must be made. 

More important, under this new power, suspension of over-the-counter trading 
would exist independently of whether or not trading on an exchange in the same 
security had been likewise suspended. Stock brokers object to governmental 
authority to forbid persons to buy or sell securities in private negotiated transac- 
tions off the stock exchange. These transactions are not reflected in the ticker 
tape and stock exchange quotations. 

The reply of SEC is that because the volume of trading in the over-the- 
counter market is larger than on the national exchanges, the dangers of fraud 
are as great. SEC further urges that the prohibition is not applied to private 
individuals, only to brokers and dealers. This is unrealistic to stockbrokers be- 
‘ause all but an insignificant amount of over-the-counter trading in securities 
is done with a broker-dealer as the buyer or seller on the other side of the trans- 
action. Moreover, as a practical matter the mails must be used, again in all 
but an insignificant number of transactions, in securing confirmation slips and 
in making payments and deliveries. 

The final fear of the NASD is that under this grant of unchecked discretion, 
SEO could impose periodic reporting requirements without regard to the size 
of companies or the interest of shareholders. Thus, companies which are not 
now required to report under the 1934 act could be required to do so by this 
device. 

Under section 15(c)(2) as it now reads SEC may make rules to prevent 
fraudulent, deceptive, or manipulative acts in the over-the-counter market. It 
has so done in rule X-—15c2-2, prohibiting over-the-counter trading in stock 
which has already been suspended by SEC from trading on a national stock ex- 
change, but only where the suspension of trading on the exchange was under- 
taken in order to prevent these fraudulent practices. 

To resume, industry concludes, the amendment of section 15 is much broader, 
since it is not limited to listed securities while trading on an exchange is sus- 
pended. 


Section 14. Creation of rulemaking power over “when issued” or “when dis- 
tributed” trading in the over-the-counter market 

“When-issued trading” is trading in unissued securities which is effected in 
contemplation of their issuance; a dealer simply makes a contract to sell the 
securities to another dealer or to an ordinary customer “when, as and if issued.” 
Section 12(d) grants SEC rulemaking power over registration of these new 
unissued securities on the national exchanges under the customary standards of 
public interest or protection of investors. 

There is no specific reference to “when distributed trading” in the Exchange 
Act of 1934. Mechanically it is much the same as when-issued trading, applying 
to secondary issues rather than new issues. 

The proposed amendment, new section 15(c) (3), would grant SEC power to 
make rules in the over-the-counter market (transactions involving use of the 
mails or interstate commerce, but not transactions on a national exchange) for 
brokers and dealers with regard to attempts to induce the purchase or sale of 
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stocks on a “when issued” and “when distributed” basis. Exceptions are made 
for exempted securities, commercial paper, bankers’ acceptances, or commercial 
bills. The standard is public interest or protection of investors. 

SEC urges that protection is needed in this precommitment area, because a 
“when issued” offering may be currently traded in the over-the-counter market, 
though banned on the the exchanges. 

Objection to this grant of new jurisdiction comes from the National Associa- 
tion of Securities Dealers, presumably because a great deal of this trading is 
carried on. Specifically, NASD requests that some type of standard be written 
in the act, even if modeled after those presently employed for trading on the 
exchanges. 

In this difficult area of trading, SEC rejoins, administrative flexibility is 
needed. 

The present section 15(c)(3), which relates to the financial responsibility 
of brokers and dealers, would no longer be necessary as a separate provision 
since it is now proposed to deal with that subject matter in section 8(b), as 
explained earlier. 


Section 8. Widening definition of “matched orders” to discourage manipulation 


The problem of manipulation was attacked by Congress in a number of ways— 
by specific prohibitions, by giving SEC rulemaking authority in certain areas, 
and by a general prohibition against any trading for a manipulative purpose. 

Section 9(a) of the 1934 act deals with the manipulation of the prices of 
securities which are registered on national securities exchanges. Clauses (B) 
and (C) of section 9(a)(1) prohibit manipulation by the use of what are com- 
monly known as matched orders. 

Section 9(a)(1) is designed to prohibit manipulation by arrangements among 
confederates or coconspirators, to enter buy and sell orders at substantially 
the same time for the purpose of creating a false appearance of activity and 
influencing the price. The section now applies, however, only where the orders 
are of substantially the same size, entered at substantially the same time, and 
at substantialy the same price. In Wright v. SEC (112 F. 2d 89 (C.A. 2, 1940) ), 
the court gave a restrictive interpretation to the phrase “of substantially the 
same size.” 

In that case SEC held that an order to sell 3,000 shares entered at 1:30 
(and increased to 10,000 shares at 60 at 2:14) had the necessary similarity 
of time, size, and price to an order to buy 2,500 shares at market, entered 
at 3:05, when the market was 5744, the buy order was executed to the extent 
of 100 shares at 57144; and the remaining 2,400 shares at 60, thus meeting and 
partially crossing the respondents’ unexecuted sell order. 

So far as similarity of size was concerned, SEC found that under the ex- 
change procedure an order to sell a given number of shares, unless specifically 
designated “all or none,” was an order to sell not more than that number in 
multiples of 100 shares, the customary unit of trading. The theory is based 
on the practice of stock exchange rules which create execution of orders in 
100-share lots. Any large order is in effect a series of orders, i.e., a thousand- 
share buy order is in reality 10 buy orders of 100 shares each. Thus the over- 
all size of the buy and sell orders placed by a manipulator at a given time 
does not determine the effectiveness or misleading character of the manipulation 
by matched orders. 

The court of appeals held that orders of 10,000 and 2,500 shares were not 
substantially the same size. The court followed the rule of strict construc- 
tion applicable to penal statutes (at 93-94). On remand SEC was up 
held in finding the same orders to be a violation of 9(a) (2) effecting a series 
of transactions to create apparent active trading to induce purchase (134 F. 
2d 733, C.A. 2, 1943). 

SEC considers that the Wright case makes section 9(a) ineffective. 

The amendment, section 8 of S. 1179, would delete from section 9(a)(1) (B) 
and (C) the requirement that the sales be substantially the same size, re 
taining the necessity of proving similar times and prices, It is argued that 
a legitimate market transaction, such as the sale and immediate repurchase 
of a stock for some proper purpose, will not be included by this deletion, since 
there must still be proved the purpose of creating an appearance of active 


trading. Moreover, the order must be entered with the knowledge that other 
orders are matching it. 
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Section 9. A wider definition of “series of transactions” to discourage manipula- 
tion and stabilization 


Specific manipulative practices such as matched orders and false or mis- 
leading statements under section 9(a)(4) are often evidence of violation of 
the more general antimanipulative section, section 9(a)(2). This section 
states that a series of transactions in any registered stock creating trading, or 
raising or depressing its price, to induce others to buy or sell it is unlawful. 

Harm to investors and difficulty of proving a series of transactions inspires 
the present proposal to change the wording to “one or more” transactions 
to affect the price. Experience has shown that where the price at which a 
large distribution of securities is to be made is keyed to the market price 
existing at the commencement of the distribution, as is commonly the case, even 
one manipulative transaction can affect the overall price paid by the public 
and received by the distributors by many thousands of dollars. 

What constitutes a series of transactions under present law may be as 
few as three or perhaps even two manipulations. And it would seem that 
a single order in a multiple of the unit of trading (usually 100 shares) may 
result in a series if the order is not executed at one time. Nor is proof of 
damage necessary. 

Legitimate operations need not suffer from the change to “one or more” 
transactions since purpose of inducing a purchase or sale must still be proved. 
Nevertheless, since purpose is proved circumstantially, proof of one transac- 
tion rather than a series is an easier standard to meet. 

Section 9 of S. 1179 would also amend section 9(a)(6) of the 1934 act, 
which treats the general problem of stabilization. Section 9(a)(6) provides 
that pegging, fixing, or stabilizing the price of any registered stock by a “series 
of transactions” for the purpose of purchase or sale can only be done in ac- 
cordance with SEC’s regulations. In this case, unlike the case of matched 
orders, Congress laid the responsibility on SEC for rules to define the field of 
stabilizing activities. For the reasons set forth above, the amendment would 
change “series” to “one or more.” 

Stabilization—bidding by the underwriting syndicate to keep up the price 
of a public offering—was recognized as a form of manipulation by Congress, 
and it is placed under a section with that heading, section 9(a) of the act. 

Even if apprehension exists as to the deletion of a “series” of transactions 
involving matching orders, there is less cause for the change under the stabil- 
ization provision for the reason that Congress delegated to SEC power to write 
the standards. 

This conclusion is better appreciated when the extent of SEC’s rulemaking 
power over the use of manipulation and deceptive devices under section 10(b), 
is understood. This section provides that the use of such a device in connection 
with the purchase or sale of stock is unlawful unless done in accordance with 
SEC's rules written in the public interest or the protection of investors. 

Under this rulemaking power in 1954 SEC promulgated regulation X-10b-— 
6(a) (3). This provides that with certain exceptions no distributor or under- 
writer of stock may purchase in the open market “any security which is the 
subject of such distribution, or any security of the same class and series,” etc. 
In other words, this definition is a description of stabilizing purchases and 
matching orders, but limits it to one transaction rather than a series. Thus 
the rulemaking power under section 10(b) has already achieved the result now 
sought to be gained by a statutory amendment. 


Section 10. Extension of general antifraud provision 


The general antifraud provision of the 1934 Exchange Act as described in 
proposed section 9 above gives the SEC rulemaking power over manipulative de- 
vices “in connection with the purchase or sale” of stock (sec. 10(b)). The rules 
of the SEC must consider the public interest or protection of the investor. 

Questions have been asked as to the intent of Congress in writing such prohibi- 
tions. Did it mean to apply the rules to every transaction between two persons 
Where use is made of interstate commerce, or is its scope limited to trans- 
actions effected on the exchanges or in the more or less organized over-the- 
counter market? 

The need to amend section 10(b) springs partly from the so-called front- 
money racket, the obtaining of money from an issuer under false pretenses. A 
promoter will obtain money from a company on the strength of his fraudulent 
promise to distribute securities for the issuer. Once he receives his downpay- 
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ment he absconds. Under the present wording the promotor may escape be- 
cause there was no final buyer to make a purchase or sale. No cases are cited 
to this effect. However, such operators are sometimes reached because a con- 
tract for the sale of stock is defined as a “sale.” 

In the proposed amendment the words, “any attempt to purchase or sell,” 
would be added which presumably would reach the hypothesized promoter. In 
1957 language suggested was any “proposed” purchase or sale. Such language 
according to the Commission, will place fraudulent nonbrokers on an equal 
plane with brokers or dealers who are forbidden manipulative acts in over-the 
counter transactions under SEC rulemaking power by section 15(c)(2). The 
words there are “attempt to induce the purchase or sale of, any security.” 

Industry objection is related to the narrow construction of the general anti- 
fraud provision of section 10(b). The fraudulent promoter in the example is 
really dealing with one other person, the issuer. -There has been no securities 
transaction involved, much less one involving the public, the organized ex- 
changes or the over-the-counter market. Such a malefactor is the proper 
concern of the Criminal Code, not the 1934 act. The reply comes back that 
Congress opposed fraud wherever it was practiced. 

The second justification of SEC is that the amendment will reach manipula- 
tive and deceptive activities in connection with attempts to buy or sell stocks 
as well as in connection with consummated transactions. Courts have held that 
violations of one of the rules promulgated under the section 10(b) rulemaking 
power, rule X-10(b)—5, give rise to civil liability (despite the fact that none 
was indicated by Congress in the statute). Therefore the industry fears it 
is difficult to predict how far this proposed amendment may extend civil 
liabilities. 

Lastly, SEC feels that the amendment will avoid any proof of elements of 
conspiracy, often difficult to make out. The law of attempt is well defined by 
criminal precedent and will transfer to this provision. Industry replies that 
the U.S. Criminal Code contains adequate power to reach a false pretense or 
a conspiracy. In the opinion of the NASD, 25 years experience under the gen- 
eral rulemaking power of section 10(b) is sufficient to enable the Commission 


to write final standards into the act, even if they are the presently operative 
rules. 


Section 30. Addition of $100-aday fine for late filing of any report 


Criminal penalties of fine and imprisonment are provided by section 32(a) 
for willful violation of the act of 1934 or any rule thereunder. Section 32(b) pro- 
vides for a forfeiture of $100 each day for delinquent reports required under 
section 15(d) of the act. Under that provision, whenever a company files a 
registration statement under the Securities Act of 1933 it must keep that state 
ment up to date by filing certain reports in case the offering price of the stocks 
in the registration statement plus the aggregate value of other securities of the 
same class amounts to $2 million or more. (This section attempts to put issues 
truly national in character on the same footing with those listed on a national 
exchange similarly required by section 13 of the 1934 act.) The $100-a-day 
forfeiture in section (b) is in lieu of any criminal penalty under (a). 

The reports required are an annual report, and the current reports filed 10 days 
after the end of any month in which important changes occur. Included are a 
change in control, ete. 

The proposed section 30 of S. 1179 would add a new subsection (c)to section 32. 
An imposition of a $100-a-day fine would be made for failure to file any infor- 
mation, documents, or reports under the 1934 act or any regulation thereunder. 
Thus the fine would be extended from section 15(d) filings ($2 million or more) 
to all stocks registered on a national exchange, to change in beneficial ownership 
under section 16(a), or broker-dealer annual financial reports (sec. 17(a)), 
and to any other reports required. In addition, this fine would not be in lieu 
the criminal penalty of section 32(a). It would be recoverable by SEC in its 
discretion in a civil suit on behalf of the United States, whereas the existing 
section 32(b) fine was recoverable by the Justice Department. 

A somewhat similar penalty for delinquent reports was recommended by the 
House Special Subcommittee on Legislative Oversight after investigation re- 
vealed that Bernard Goldfine’s company had not filed its annual reports for 7 
years. SEC points out that it may grant an extension if necessary or instituté 
suit for the fine in its direction. 

Industry objection to this new remedy is strong. The ever-changing multi- 
tude of documents suggested above requires a specification of those to be “filed.” 





Mo 
overd 
regis! 
run. 
of ch 
is th 
done 
size 
after 
shou 
is th: 
the fp 
sanct 
the f 
16(a 

Af 


Sect 
T! 
tom: 
prol 
the 
aw 
oro 
CQ 
ing, 
the 
thre 
wor 
par 
nici 
I 
sto 
cril 
cou 
sec 
bar 
he! 
. 
ap} 
sol 
tio 
ext 
Ss. 
lay 


Ne 


tic 
th 
of 
lie 
In 


be 
by 
CO 
m 
Zz 





1 Qe 


"ors FO ry VS or oo 


ery -_ 


_——— So 


= 


ie OS 


SEC LEGISLATION 369 


Moreover, neither the issuer nor SEC is always aware when the document is 
overdue. Therefore, industry insists, the burden should be on SEC to give by 
registered mail notice to the delinquent filer that the assessment will begin to 
run. That might protect the innocent delinquent. SEC says it cannot know 
of changes such as beneficial ownership section (16(a)). Another suggestion 
is that SEC should have more discretion to remit or mitigate the penalty as 
done under customs or maritime law. Or there should be a limit on the overall 
size of the forfeitures. Again, SEC should perhaps be required to start suit 
after a certain length of time. The industry’s last suggestion was that choice 
should be made between the civil or criminal sanctions. The reply of SEC 
is that if it chose the civil sanction in lieu of the criminal, it would appear to have 
the power of pardon. Moreover, there is rarely the occasion to assess a criminal 
sanction for a willful misstatement section (32(a)). Industry concludes that 
the fine should not apply to change in beneficial ownership reports of section 
16(a). 

After these objections, the SEC agreed that— 

(1) The forfeiture be limited to the reports under sections 13 and 16, 
periodic reports of issuers and ownership reports of “insiders”. 

(2) Recovery of the forfeiture would bar a criminal prosecution for the 
failure to file the report, with the option in the SEC to proceed civilly for 
the forfeiture or criminally under section 32(a) of the act. 

(3) In the case of beneficial ownership reports of section 16 the forfeiture 
would not exceed $50 per day, in the discretion of the court. 


Section 31. Addition of prohibition against larceny and embezzlement 


The 1934 act now contains prohibitions against fraudulently obtaining cus- 
tomers’ funds or securities (section 15(c)), but does not contain an express 
prohibition against embezzling or converting them. The distinction between 
the concepts is a technical one. It may depend on whether the defendant had 
a wrongful intent at the time he induced a customer to entrust stock to him, 
or only after he got possession of the stock. 

Consequently, a new section, section 35, would prohibit any person from steal- 
ing, willfully converting, or embezzling any funds or stock belonging to or in 
the custody of a national exchange member, a broker or dealer doing business 
through him, or any registered broker or dealer. Conviction of such a crime 
would involve fine or imprisonment of section 32. This provision, modeled in 
part after section 37 of the Investment Company Act of 1940, removes the tech- 
nical distinctions of the common law. 

Its effect is to create and superimpose a Federal crime of embezzlement of 
stock over comparable State laws. The separate State laws defining the same 
crime in different ways would still apply. Presumably, then, an embezzler 
could be convicted under both Federal and State authority. The comparable 
section in the Investment Company Act of 1940 adds that a State conviction 
bars any subsequent Federal prosecution. The same provision might be added 
here. 

The SEC's experience is that in treating brokers and dealers it is easier to 
apply Federal law rather than State law. Moreover, the new Federal crime is 
somewhat like the Federal crime of embezzling, converting, etc., from the na- 
tional banks. Though Federal jurisdiction in the new section is tied to national 
exchanges or broker-dealer registration in interstate commerce (see sec. 4 of 
S. 1179), there may be some feeling of Federal crowding of State criminal 
law boundaries. 


Section 25. Creation of power to have broker adjudged a bankrupt 


When a broker-dealer becomes insolvent, SEC is able to obtain an injunc- 
tion against further continuation of business. But neither the act of 1934 nor 
the other SEC acts provide for the appointment of receivers for preservation 
of assets and eventual liquidation of the business. However, as ancillary re- 
lief to the granting of an injunction, a court of equity has appointed receivers. 
In numerous cases the Supreme Court has sustained such an appointment. 

A receiver may not only preserve the business, but may liquidate it for the 
benefit of creditors. But even a Federal court receivership may be governed 
by State law. Where the assets are large, creditors may file claims under many 
conflicting State provisions. SEC feels that in some instances a State judge 
may be more favorable to the over-extended broker-dealer than would be one 
governed by Federal standards. 
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A Federal standard has been supplied by section 60(e) of the Bankruptcy 
Act. It specifies in detail what property makes up a fund which will be shared 
ratably by the creditors and how preferential transfer may be avoided. SEC 
therefore asks for the power to seek an adjudication from the court that the 
broker or dealer is a bankrupt. A trustee would be appointed (who may be 
the receiver previously appointed) to administer the estate of the bankrupt 
under the Federal Bankruptcy Act. (The language of the third sentence 
should specify “sec. 60(e), and other pertinent sections.”’) 

The novelty of this proposal is that no Government agency has ever been 
able to ask a judge to adjudicate a debtor a bankrupt. Under the Bankruptcy 
Act a bankrupt may file a voluntary petition himself, or three creditors to 
whom is owed $500 may initiate the petition (sec. 95 (a) and (b) of the 
Bankruptcy Act). They must allege that the bankrupt has committed an 
“act” of bankruptcy (sec. 3(b) of the Bankruptcy Act). Note that under 
the proposal the Commission would not be a creditor. It is true that SEC is 
often a party and expert adviser under the reorganization chapter of the Bank- 
ruptey Act (ch. X). SEC points out that the delay of waiting for three 
creditors to file a petition may harm the assets of the debtor. 

Justification for the power, according to SEC, is in the efficiency of protect- 
ing the public by enjoining further broker-dealer business, and at the same time 
terminating his affairs for the benefit of creditors in one proceeding by a judge 
familiar with the facts. 

The second innovation is the test of bankruptcy which must be satisfied to 
enable SEC to invoke the Bankruptcy Act. The new standard would be the so- 
called equity test of insolvency, the inability to pay one’s debt as they mature. 
Therefore the acts of bankruptcy (sec. 3 of the Bankruptcy Act) would no 
longer be applied. They consist of concealment of property by the debtor to 
defraud his creditors, or preferential transfer to any creditor, a general assign- 
ment for creditors, the voluntary appointment of a receiver while insolvent or 
admission of inability to pay his debts. 

A question may be raised as to the reason for dispensing with carefully 
worked-out standards. SEC contends that since it is difficult to prove insol- 
vency, the equity test will make the application of the Bankruptcy Act more 
rapid. Moreover, the tests of bankruptcy in the act include the appointment 
of a receiver while the alleged insolvent is “unable to pay his debts as they 
mature.” 

Another criticism leveled may be the wisdom of making an important change 
in the Bankruptcy Act by SEC amendments, the NASD suggests. Such a propo- 
sal might more appropriately be made by amendment of the Bankruptcy Act, 
including section 60(e), and other pertinent sections relating to bankrupt 
brokers. For there exist many hidden provisions of other acts not directly in- 
cluded in the Bankruptcy Act which in a piecemeal manner affect it. 


Section 24. Creation of power to grant an injunction for past violation of the act 

Under section 21(e) of the 1934 act, SEC is authorized to request, and the 
district courts to issue, an injunction when a person is engaged or about to 
engage in violations of the act or regulations issued under it. This is in accord- 
ance with the usual principles applicable to the granting of injunctions. 

SEC recommends that it also be allowed to obtain an injunction where there 
have been past violations, in accordance with the comparable provisions of the 
Investment Company Act and Investment Advisers Act. 

A full discussion of the principles involved in this amendment is set forth in 
the memorandum on the Securities Act of 1933, and will not be repeated here. 

The section references to the 1934 act are different, and should be changed 
in the memorandum on the 1933 act in the following order: on page 286, 4th full 
paragraph, 20(b) to 21(e); on page 287; 5th full paragraph, 24 to 32(a). 


Section 22. Addition of prohibition against aiders and abettors 


Section 22 would add prohibitions on aiders and abettors and other aspects 
of doing indirectly what is prohibited indirectly. A full discussion of this sub- 
ject is set forth in the memorandum on 8S. 1178, in the comments on section 11 
at page 288, and it will not be repeated here. Section references in that 


discussion in the 3d paragraph should be changed as follows: 20(b) to 21(e) 
and 15 to 20(a). 
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Section 16. Creation of jurisdiction to decide who was a “cause” of broker- 
dealer revocation 

Section 15A(b)(4) now provides, in general, that a person who was the 
“cause” of the entry of an order of suspension, expulsion, denial, or revocation, 
against a broker or dealer, shall be ineligible for membership in a national 
securities association, and shall be barred from employment by such a member 
in certain capacities, unless SEC otherwise directs, in the public interest. 

The statute is silent as to when, how and by whom this determination of 
“causation” is to be made. Analogy must be made to section 15(b) (2) (D) 
which gives SEC quasi-judicial jurisdiction, after notice and hearing, to revoke 
registration of broker-dealers for willful violation of the securities acts. 

Where a proceeding is in session to revoke a broker-dealer firm’s license, it 
may be an officer who was the controlling person or cause. SEC cannot now try 
the issue of causation in the original proceeding against the firm since the of- 
ficer is not a party and thus a determination would not be res judicata. 

It is true that in case the officer himself later applies for registration, SEC 
has the power to find that he was the cause of a willful violation and thus 
deny it. But this may be too late since the evidence might be gone. 

To promote the efficiency of a single proceeding on both questions, SEC has 
made associates parties to the revocation action against the broker-dealer. But 
in Wallach v. SEC, 202 F. 2d 462 (C.A. D.C. 1953), the court of appeals re 
jected this procedure. It pointed out that section 15(b) revocation applied only 
to applicants or registrants, not to such associates as the officer in question. 
The court said that the act gave SEC a proper remedy—to enjoin violating as- 
sociates under section 21(e) or prove a willful violation of the act subject to 
criminal penalties under section 32(a). Such an injunction or a conviction may 
be the basis for refusal of their later application or revocation of registration. 
Although no similar cases have arisen under the “cause” section of 15A(b) (4) 
in the situation of membership of a national securities association, presumably 
the rationale of the Wallach case would apply. It would forbid SEC from mak- 
ing the person causing the membership or registration revocation a party to the 
proceeding. 

To remedy this failure, section 16 of S. 1179 would add a phrase allowing 
SEC, a national securities association, or an exchange to have jurisdiction to 
determine who was a cause of the revocation order. Notice and opportunity 
for hearing will be given the associate. Thus the order will be made, and 
should the associate later apply for membership or registration there will be no 
relitigation of the same facts. SEC contemplates that the associate under the 
new proceeding will still not become a party. 


Section 17. Provision for review of the SEC of action by a national securities 
association against registered representatives 

Sections 15A (g) and (h) provide for review by SEC of disciplinary action 
taken by a national securities association against its members and of denial of 
membership in such association. The National Association of Securities Deal- 
ers, Inec., the only national securities association, has provided in its rules, 
adopted pursuant to section 15A of the statute, for the registration with it as 
“registered representatives” of certain individuals employed by or associated 
with its members. Where the association takes disciplinary action against both 
a member and one or more of its registered representatives, its action may now 
be reviewed by the Commission under subsections (g) and (h) of section 15A. 
Because there is no provision in the act for review of disciplinary proceedings 
against registered representatives, there is serious question whether the asso- 
ciation can take action against registered representatives without joining a 
member. 

It is proposed to add a new section 15A (0) to afford registered representa- 
tives full rights of review in all cases, whether or not related action is taken 
against a member. 

Section 3.—The registration of a national stock exchange with SEC is provided 
for by section 6 of the Exchange Act of 1934. In order to register a new or con- 
solidated exchange, the agency must under the statute satisfy itself that the 
applicant’s rules are just and ‘adequate to insure fair dealing and to protect 
investors. To do this appraisal there must be an order granting or denying 
registration within 30 days—but a denial may only issue after an investigation, 
a hearing on adequate notice, and a review of the record, all in accordance with 
the Administrative Procedure Act. 
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On account of this burden the amendment would lengthen the period from 
30 days to 90 days in which the agency must grant or deny registration. The 
1957 proposal of the SEC gave it unlimited time. 

Inquiry might be made as to the number of applications by exchanges for regis- 
tration. Although there were 30 applications in 1934, there are now through 
mergers and dissolutions only 25 exchanges. More consolidations as is possible 
in western exchanges may occur. But none would attempt to register without 
many informal consultations with SEC. Therefore, it seems that 3 months may 
be an invitation to administrative delay. The reply of SEC is that occasionally 
an applicant will not confer in advance, and without the extra time, would 
have to incur denial proceedings. 


Section 18. Expansion of the Commission’s authority to suspend or withdraw 
the registration of a national exchange 


Under section 6 of the act the registration of a national securities exchange 
may be granted only if its rules contain specified provisions, it is so organized 
as to be able to comply with the act and SEC’s rules thereunder, and the rules 
of the exchange are just and adequate to insure fair dealing and to protect 
investors. Section 19(a)(1) of the act authorizes SEC to suspend or withdraw 
the registration of a national securities exchange for violation of the act or 
SEC's rules thereunder, or for failure of the exchange to enforce compliance 
therewith by a member or by an issuer of a security registered thereon. 

SEC is not, but feels it should be, authorized to suspend or withdraw the regis- 
tration of a national exchange if the exchange has ceased to meet the require 
ments for original registration, viz, if the exchange is no longer so organized as 
to be able to comply with the provisions of the Securities Exchange Act and the 
rules and regulations thereunder, or if the rules of the exchange are not just 
and adequate to insure fair dealing and to protect investors. 

SEC recommends that section 19(a)(1) be expanded so that SEC would be 
authorized, after appropriate notice and opportunity for hearing, to suspend or 
withdraw the registration of a national securities exchange when the exchange 
has ceased to meet the requirements for original registration. 

Under 19(b), though SEC is empowered to make sweeping changes in the 
rules of any registered exchange, the internal decay of the exchange often cannot 
be cured by this power. It is anomalous to allow only a qualified exchange to 
register, but to be unable to cast off a decayed one, in the opinion of SEC. 

The NASD feels there is a danger of capricious action under this order. 

Section 1.—As section 3(a) (3) of the Securities Exchange Act of 1934 now 
reads, a “member” of a stock exchange is defined to include each partner of 
a member firm. Since national stock exchanges now provide for corporation 
memberships, it is just, in the opinion of SEC, that officers and directors of a 
member corporation should meet the standards as partners of a member firm. 
Therefore, the amended section will define “member” to include any officer or 
director of any member firm, organization, or corporation. Since stockholders 
of corporate members are not included within the definition of ‘“‘member,.” limited 
partners are excluded from the definition. 


[S. 1180, 86th Cong., Ist sess. ] 


A BILL To amend certain provisions of the Trust Indenture Act of 1939, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (8) of section 304(a) of the 
Trust Indenture Act of 1939, as amended, is amended by striking out “$250,000” 
and inserting in lieu thereof “500,000”. 

Sec. 2. Subsection (c) of section 304 of the Trust Indenture Act of 1989, as 
amended, is amended to read as follows: 

“(c) The Commission shall, on application by the issuer and after opportunity 
for hearing thereon, by order exempt from any one or more provisions of this 
title any security issued or proposed to be issued under any indenture under 
which, at the time such application is filed, securities referred to in paragraph (3) 
of subsection (a) of this section are outstanding or on January 1, 1959, such 
securities were outstanding, if and to the extent that the Commission finds that 
compliance with such provision or provisions, through the execution of a supple- 
mental indenture or otherwise— 

(1) would require, by reason of the provisions of such indenture, or the 
provisions of any other indenture or agreement made prior to the enactment 





of 
of 


th 
SEC. 
amend 
“(b) 
regist! 
Comm 


be 


to 

il 
the C« 
to bec 
met. 
Comnu 
at the 
or up 


Sex 
dent 
“°(§ 
secur 
“cs 
indet 
const 
of an 
Se 
Act ¢ 
“( 
for | 
title 
whic 
(3) 
such 
that 
sup] 


trat 
it fi 
dat 
five 





SEC LEGISLATION 373 


of this title, or the provisions of any applicable law, the consent of the holders 
of securities outstanding under any such indenture or agreement; or 

(2) would impose an undue burden on the issuer, having due regard to 
the public interest and the interests of investors.” 

Sec. 3. Subsection (b) of section 305 of the Trust Indenture Act of 1939, as 
amended, is amended to read as follows: 

“(b) If the Commission finds, after notice given prior to the effective date of a 
registration statement and after opportunity for hearing (at a time fixed by the 
Commission) within fifteen days after such notice, that— 

“(1) the security to which such registration statement relates has not 
been or is not to be issued under an indenture ; 
“(2) such indenture does not conform to the requirements of sections 310 to 
318, inclusive ; or 
(3) any person designated as trustee under such indenture is not eligible 
to act as such under subsection (a) of section 310 or has any conflicting 
interest as defined in subsection (b) of section 310; 
the Commission shall issue an order refusing to permit the registration statement 
to become effective until the objections on which such order is based have been 
met. If and when the Commission deems that such objections have been met, the 
Commission shall so declare and the registration statement shall become effective 
at the time provided in subsection (a) of section 8 of the Securities Act of 1933, 
or upon the date of such declaration—whichever date is the later.” 


SECURITIES AND EXCHANGE COMMISSION—COMPARATIVE PRINT OF PROPOSED 
AMENDMENTS TO THE TRUST INDENTURE AcT OF 1939, AS AMENDED 


[Deletions in brackets; additions in italics] 


Section 1 would amend paragraph (8) of section 304(a) of the Trust In- 
denture Act of 1939, as amended, as follows: 

“(a) The provisions of this title shall not apply to any of the following 
securities : * * * 

“(8) any security which has been or is to be issued otherwise than under an 
indenture, but this exemption shall not be applied within a period of twelve 
consecutive months to more than [$250,000] $500,000 aggregate principal amount 
of any securities of the same issuer; or” 

Section 2 would amend subsection (c) of section 304 of the Trust Indenture 
Act of 1939, as amended, as follows: 

“(ce) The Commission shall, on application by the issuer and after opportunity 
for hearing thereon, by order exempt from any one or more provisions of this 
title any security issued or proposed to be issued under any indenture under 
which, at the time such application is filed, securities referred to in paragraph 
(3) of subsection (a) of this section are outstanding or on January 1, 1959, 
such securities were outstanding, if and to the extent that the Commission finds 
that compliance with such provision or provisions, through the execution of a 
supplemental indenture or otherwise— 

“(1) would require, by reason of the provisions of such indenture, or 
the provisions of any other indenture or agreement made prior to the en- 
actment of this title, or the provisions of any applicable law, the consent of 
the holders of securities outstanding under any such indenture or agree- 
ment; or 

(2) would impose an undue burden on the issuer, having due regard to 
the public interest and the interests of investors.” 

Section 3 would amend subsection (b) of section 305 of the Trust Indenture 
Act of 1939, as amended, as follows: 

“(b) [The Commission shall issue an order prior to the effective date of regis- 
tration refusing to permit such a registration statement to become effective, if 
it finds that—] If the Commission finds, after notice given prior to the effective 
date of a registration statement and after opportunity for hearing (at a time 
fized by the Commission) within fifteen days after such notice, that— 

“(1) the security to which such registration statement relates has not 
been or is not to be issued under an indenture ; 

“(2) such indenture does not conform to the requirements of sections 310 
to 318, inclusive; or 
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“(3) any person designated as trustee under such indenture is not eligible 
to act as such under subsection (a) of section 310 or has any conflicting 
interest as defined in subsection (b) of section 310; 

[but no such order shall be issued except after notice and opportunity for hear- 
ing within the periods and in the manner required with respect to refusal orders 
pursuant to section S(b) of the Securities Act of 1933. If and when the Commis- 
sion deems that the objections on which such order was based have been met, 
the Commission shall enter an order rescinding such refusal order, and the reg- 
istration shall become effective at the time provided in section 8(a) of the 
Securities Act of 1933, or upon the date of such rescission, whichever shall be 
the later.] the Commission shall issue an order refusing to permit the regis- 
tration statement to become effective until the objections on which such order 
is based have been met. If and when the Commission deems that such objections 
have been met, the Commission shall so declare and the registration statement 
shall become effective at the time provided in subsection (a) of section 8 of the 
Securities Act of 1933, or upon the date of such declaration, whichever date is 
the later. 


SUPPLEMENT 


In section 3, the language between the last bracketed material and the final 
sentence of the section should be revised to read as follows: 
“the Commission shall issue an order suspending the effectiveness of the regis- 
tration statement until the objections on which such order is based have been 
met.” 


SUPPLEMENT TO COMPARATIVE PRINT OF PROPOSED AMENDMENTS TO THE TRUST 
INDENTURE AcT OF 1939, AS AMENDED 


[Deletions in brackets; additions in italics] 


Section 1 would amend paragraph (8) of section 304(a) of the Trust Inden- 
ture Act of 1939, as amended, as follows: 

“(a) The provisions of this title shall not apply to any of the following 
securities: * * * ' 

“(8) any security which has been or is to be issued otherwise than under an 
indenture, but this exemption shall not be applied within a period of twelve 
consecutive months to more than [$250,000] $500,000 aggregate principal amount 
of any securities of the same issuer; or”. 

Section 2 would amend subsection (c) of section 304 of the Trust Indenture 
Act of 1939, as amended, as follows: 

“(c) The Commission shall, on application by the issuer and after opportunity 
for hearing thereon, by order exempt from any one or more provisions of this 
title any security issued or proposed to be issued under any indenture under 
which, at the time such application is filed, securities referred to in paragraph 
(3) of subsection (a) of this section are outstanding or on January 1, 1959, such 
securities were outstanding, if and to the extent that the Commission finds that 
compliance with such provision or provisions, through the execution of a supple- 
mental indenture or otherwise— 

“(1) would require, by reason of the provisions of such indenture, or the 
provisions of any other indenture or agreement made prior to the enactment 
of this title, or the provisions of any applicable law, the consent of the 
holders of securities outstanding under any such indenture or agreement ; or 

“(2) would impose an undue burden on the issuer, having due regard to 
the public interest and the interests of investors.” 

Section 3 would amend subsection (b) of section 305 of the Trust Indenture 
Act of 1939, as amended, as follows: 

“(b) [The Commission shall issue an order prior to the effective date of 
registration refusing to permit such a registration statement to become effective, 
if it finds that—] If the Commission finds, after notice given prior to the ef- 
fective date of a registration statement and after opportunity for hearing (at 
a time fired by the Commission) within fifteen days after such notice, that-- 

“(1) the security to which such registration statement relates has not 
been or is not to be issued under an indenture; 


“(2) such indenture does not conform to the requirements of sections 310 
to 318, inclusive; or 
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“(3) any person designated as trustee under such indenture is not 
eligible to act as such under subsection (a) of section 310 or has any con- 
flicting interest as defined in subsection (b) of section 310; 

{but no such order shall be issued except after notice and opportunity for hear- 
ing Within the periods and in the manner required with respect to refusal orders 
pursuant to section 8(b) of the Securities Act of 1933. If and when the Com- 
mission deems that the objections on which such order was based have been 
met, the Commission shall enter an order rescinding such refusal order, and the 
registration shall become effective at the time provided in section 8(a) of the 
Securities Act of 1933, or upon the date of such rescission, whichever shall be 
the later.] the Commission shall issue an order refusing to permit the regis- 
tration statement to become effective until the objections on which such order is 
based have been met. If and when the Commission deems that such objections 
have been met, the Commission shall so declare and the registration statement 
shall become effective at the time provided in subsection (a) of section 8 of the 
Securities Act of 1933, or upon the date of such declaration, whichever date is 
the later.” 
SUPPLEMENT 


‘In section 3, the language between the last bracketed material and the final 
sentence of the section should be revised to read as follows: “the Commission 
shall issue an order suspending the effectiveness of the registration statement 
until the objections on which such order is based have been met.” 











TRUST INDENTURE ACT OF 1939' 


AS AMENDED TO AUGUST 10, 1954 


[Pust1c—No. 253—761rH Conaress] 


[Carrer 411—I1str Session] 


[8. 2065) 


AN ACT 


To provide for the regulation of the sale of certain securities in interstate and foreign commerce and through 
the mails, and the regulation of the trust indentures under which thé same are issued, and for other purposes, 


Be it enacted by the Senate and House of Representatives of the United States of America in 
Congress assembled, That the Act entitled “An Act to provide full and fair disclosure of the character 
of securities sold in interstate and foreign commerce and through the mails, and to prevent frauds in 
the sale thereof, and for other purposes”, approved May 27, 1933, as amended, is amended by adding at 


the end thereof the following: 


TITLE Ill 


Short Title 





Section 301. This title, divided into sections as 
follows, may be cited as the “Trust Indenture Act 
of 1939”: 


Necessity for Regulation 


Sec. 302. (a) Upon the basis of facts disclosed 
by the reports of the Securities and Exchange 
Commission made to the Congress pursuant to 
section 211 of the Securities Exchange Act of 
1934 and otherwise disclosed and ascertained, it is 
hereby declared that the national public interest 
and the interest of investors in notes, bonds, deben- 
tures, evidences of indebtedness, and certificates 
of interest or participation therein, which are of- 
fered to the public, are adversely affected— 

(1) when the obligor fails to provide a 
trustee to protect and enforce the rights and 
to represent the interests of such investors, 
notwithstanding the fact that (A) individual 
action by such investors for the purpose of 
protecting and enforcing their rights is ren- 
dered impracticable by reason of the dispro- 
portionate expense of taking such action, and 
(B) concerted action by such investors in their 
common interest through representatives of 


their own selection is impeded by reason of the 
wide dispersion of such investors through 
many States, and by reason of the fact that 
information as to the names and addresses 
of such investors generally is not available 
tosuch investors; 

(2) when the trustee does not have adequate 
rights and powers, or adequate duties and re- 
sponsibilities, in connection with matters re- 
lating to the protection and enforcement of 
the rights of such investors; when, notwith- 
standing the obstacles to concerted action by 
such investors, and the general and reasonable 
assumption by such investors that the trustee 
is under an affirmative duty to take action for 
the protection and enforcement of their rights, 
trust indentures)(A) generally provide that 
the trustee shall be under no duty to take any 
such action, even in the event of default, un- 
less it receives notice of default, demand for 
action, and indemnity, from the holders of 
substantial percentages of the securities out- 
standing thereunder, and (B) generally re- 
lieve the trustee from liability even for its 
own negligent action or failure to act; 

(3) when the trustee does not have re- 
sources commensurate with its responsibilities, 


> As amended by Public Law No. 577, 83d Congress, approved August 10, 1954, and effective 60 days after the date of its enactment. 
The text prior to amendment, if any, is set forth in the footnotes. 
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or has any relationship to or connection with 
the obligor or any underwriter of any securi- 
ties of the obligor, or holds, beneficially or 
otherwise, any interest in the obligor or any 
such underwriter, which relationship, con- 
nection, or interest involves a material conflict 
with the interests of such investors; 

(4) when the obligor is not obligated to 
furnish to the trustee under the indenture and 
to such investors adequate current informa- 
tion as to its financial condition, and as to 
the performance of its obligations with respect 
to the securities outstanding under such in- 
denture; or when the communication of such 
information to such investors is impeded by 
the fact that information as to the names and 
addresses of such investors generally is not 
available to the trustee and to such investors; 

(5) when the indenture contains provisions 
which are misleading or deceptive, or when 
full and fair disclosure is not made to prospec- 
tive investors of the effect of important in- 
denture provisions; or 

(6) when, by reason of the fact that trust 
indentures are commonly prepared by the 
obligor or underwriter in advance of the pub- 
lic offering of the securities to be issued there- 
under, such investors are unable to participate 
in the preparation thereof, and, by reason of 
their lack of understanding of the situation, 
such investors would in any event be unable 
to procure the correction of the defects enu- 
merated in this subsection. 

(b) Practices of the character above enumer- 
ated have existed to such an extent that, unless 
regulated, the public offering of notes, bonds, de- 
bentures, evidences of indebtedness, and certificates 
of interest or participation therein, by the use of 
means and instruments of transportation and com- 
munication in interstate commerce and of the 
mails, is injurious to the capital markets, to in- 
vestors, and to the general public; and it is hereby 
declared to be the policy of this title, in accord- 
ance with which policy all the provisions of this 
title shall be interpreted, to meet the problems 
and eliminate the practices, enumerated in this 
section, connected with such public offerings. 


Definitions 


Sec. 303. When used in this title, unless the 
context otherwise requires— 
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(1) Any term defined in section 2 of the 
Securities Act of 1933,? and not otherwise de- 
fined in this section, shall have the meaning 
assigned to such term in such section 2. 

(2) The terms “sale”, “sell”, “offer to sell”, 
“offer for sale”, and “offer” shall include all 
transactions included in such terms as pro- 
vided in paragraph (3) of section 2 of the 
Securities Act of 1933, except that an offer 
or sale of a certificate of interest or participa- 
tion shall be deemed an offer or sale of the 
security or securities in which such certificate 
evidences an interest or participation if and 
only if such certificate gives the holder thereof 
the right to convert the same into such 
security or securities. 

(3) The term “prospectus” shall have the 
meaning assigned to such term in paragraph 
(10) of section 2 of the Securities Act of 1933, 
except that in the case of securities which are 
not registered under the Securities Act of 
1933, such term shall not include any com- 
munication (A) if it is proved that prior to 
or at the same time with such communication 
a written statement if any required by section 
306 was sent or given to the persons to whom 
the communication was made, or (B) if such 
communication states from whom such state- 
ment may be obtained (if such statement is 
required by rules or regulations under para- 
graphs (1) (2) of subsection (b) of section 
306) and, in addition, does no more than iden- 
tify the security, state the price thereof, state 
by whom orders will be executed and contain 
such other information as the Commission, 
by rules or regulations deemed necessary or 
appropriate in the public interest or for the 
protection of investors, and subject to such 
terms and conditions as may be prescribed 
therein, may permit. 

*The words “as heretofore amended” were deleted after “Se- 
curities Act of 1933.” 

*(2) The term “sale” or “sell” shall include all transactions 
included in such term as provided in paragraph (3) of section 2 
of the Securities Act of 1933, as heretofore amended, except that 
a sale of a certificate of interest or participation shall be deemed 
a sale of the security or securities in which such certificate evi- 
dences an interest or participation if and only if such certificate 
gives the holder thereof the right to convert the same into such 
security or securities. 

(3) The term “prospectus” shall have the meaning assigned 
to such term in paragraph (10) of section 2 of the Securities Act 
of 1933, as heretofore amended, except that in the case of secu- 
rities which are not registered under the Securities Act of 1933, 
such term shall not include any communication (A) if it is proved 


that prior to or at the same time with such communication a 
written statement meeting the requirements of subsection (c) of 
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(4) The term “underwriter” means any 
person who has purchased from an issuer with 
a view to, or “offers or” * sells for an issuer in 
connection with, the distribution of any se- 
curity, or participates or has a direct or in- 
direct participation in any such undertaking, 
or participates or has a participation in the 
direct or indirect underwriting of any such 
undertaking; but such term shall not include 
a person whose interest is limited to a com- 
mission from an underwriter or dealer not in 
excess of the usual and customary distributors’ 
or sellers’ commission. 

(5) The term “director” means any director 
of a corporation, or any individual perform- 
ing similar functions with respect to any or- 
ganization whether incorporated or unincor- 
porated. 

(6) The term “executive officer” means the 
president, every vice president, every trust 
officer, the cashier, the secretary, and the treas- 
urer of a corporation, and any individual 
customarily performing similar functions 
with respect to any organization whether in- 
corporated or unincorporated, but shall not 
include the chairman of the board of directors. 

(7) The term “indenture” means any mort- 
gage, deed of trust, trust or other indenture, 
or similar instrument or agreement (including 
any supplement or amendment to any of the 
foregoing), under which securities are out- 
standing or are to be issued, whether or not 
any property, real or personal, is, or is to be, 
pledged, mortgaged, assigned, or conveyed 
thereunder. 

(8) The term “application” or “applica- 
tion for qualification” means the application 
provided for in section 307, and includes any 
amendment thereto and any report, document, 
or memorandum accompanying such applica- 
tion or incorporated therein by reference. 

(9) The term “indenture to be qualified” 
means (A) the indenture under which there 
has been or is to be issued a security in respect 
of which a particular registration statement 
has been filed, or (B) the indenture in respect 


section 305 was sent or given to the persons to whom the com- 
munication was made, by the person making such communication 
or bis principal, or (RB) if such communication states from whom 
such statement may be obtained and, in addition, does no more 
than identify the security, state the price thereof, and state by 
whom orders will be executed. 

*The words “offers or” were added by the 1954 amendments. 


of which a particular application has been 
filed. 

(10) The term “indenture trustee” means 
each trustee under the indenture to be quali- 
fied, and each successor trustee. 

(11) The term “indenture security” means 
any security issued or issuable under the in- 
denture to be qualified. 

(12) The term “obligor”, when used with 
respect to any such indenture security, means 
every person who is liable thereon, and, if such 
security is a certificate of interest or participa- 
tion, such term means also every person who 
is liable upon the security or securities in 
which such certificate evidences an interest or 
participation; but such term shall not include 
the trustee under an indenture under which 
certificates of interest or participation, equip- 
ment trust certificates, or like securities are 
outstanding. 

(183) The term “paying agent”, when used 
with respect to any such indenture security, 
means any person authorized by an obligor 
thereon (A) to pay the principal of or interest 
on such security on behalf of such obligor, or 
(B) if such security is a certificate of interest 
or participation, equipment trust certificate, 
or like security, to make such payment on be- 
half of the trustee. 

(14) The term “State” means any State of 
the United States. 

(15) The term “Commission” means the 
Securities and Exchange Commission. 

(16) The term “voting security” means any 
security presently entitling the owner or 
holder thereof to vote in the direction or man- 
agement of the affairs of a person, or any secu- 
rity issued under or pursuant to any trust, 
agreement, or arrangement whereby a trustee 
or trustees or agent or agents for the owner or 
holder of such security are presently entitled 
to vote in the direction or management of the 
affairs of a person; and a specified percentage 
of the voting securities of a person means such 
amount of the outstanding voting securities of 
such person as entitles the holder or holders 
thereof to cast such specified percentage of the 
aggregate votes which the holders of all the 
outstanding voting securities of such person 
are entitled to cast in the direction or manage- 
ment of the affairs of such person. 
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(17) The terms “Securities Act of 1933”, 
“Securities Exchange Act of 1934”, and 
“Public Utility Holding Company Act of 
1935” shall be deemed to refer, respectively, to 
such Acts, as amended, whether amended prior 
to or after the enactment of this title. 

(18) The term “Bankruptcy Act” means 
the Act entitled “An Act to establish a uniform 
system of bankruptcy throughout the United 
States”, approved July 1, 1898, as amended, 
whether amended prior to or after the enact- 
ment of this title. 


Exempted Securities and Transactions 


Sec. 304. (2) The provisions of this title shall 
not apply to any of the following securities: 

(1) any security other than (A) a note, 
bond, debenture, or evidence of indebtedness, 
whether or not secured, or (B) a certificate 
of interest or participation in any such note, 
bond, debenture, or evidence of indebtedness, 
or (C) a temporary certificate for, or guaran- 
tee of, any such note, bond, debenture, 
evidence of indebtedness, or certificate ; 

(2) any certificate of interest or participa- 
tion in two or more securities haying sub- 
stantially different rights and privileges, or 
a temporary certificate for any such certifi- 
cate; 

(3) any security which, prior to or within 
six months after the enactment of this title, 
has been sold or disposed of by the issuer or 
bona fide offered to the public, but this exemp- 
tion shall not apply to any new offering of any 
such security by an issuer subsequent to such 
six months; 

(4) any security exempted from the pro- 
visions of the Securities Act of 1933, as here- 
tofore amended, by paragraph (2), (3), (4), 
(5), (6), (7), (8), or (11) of subsection 3 
(a) thereof; 

(5) any security issued under a mortgage 
indenture as to which a contract of insurance 
under the National Housing Act is.in effect; 
and any such security shall be deemed to be 
exempt from the provisions of the Securities 
Act of 1933 to the same extent as though such 
security were specifically. enumerated in 
section 3 (a) (2) of such Act; 

(6) any note, bond, debenture, or evidence 
of indebtedness issued or guaranteed’ by a 
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foreign government or by a subdivision, de- 
partment, municipality, agency, or instrumen- 
tality thereof; 

(7) any guarantee of any security which is 
exempted by this subsection ; 

(8) any security which has been or is to be 
issued otherwise than under an indenture, but 
this exemption shall not be applied within a 
period of twelve consecutive months to more 
than $250,000 aggregate principal amount of 
any securities of the same issuer; or 

(9) any security which has been or is to be 
issued under an indenture which limits the 
aggregate principal amount of securities at 
any time outstanding thereunder to $1,000,000 
or less, but this exemption shall not be applied 
within a period of thirty-six consecutive 
months to more than $1,000,000 aggregate 
principal amount of securities of the same 
issuer. 

In computing the aggregate principal amount of 
securities to which the exemptions provided by 
paragraphs (8) and (9) may be applied, securities 
to which the provisions of sections 305 and 306 
would not have applied, irrespective of the provi- 
sions of those paragraphs, shall be disregarded. 

(b) The provisions of sections 305 and 306 shall 
not apply (1) to any of the transactions exempted 
from the provisions of section 5 of the Securities 
Act of 1933 by section 4 thereof,’ or (2) to any 
transaction which would be so exempted but for 
the last sentence of paragraph (11) of section 2 
of such Act. 

(c) The Commission shall, on application by 
the issuer and after opportunity for hearing 
thereon, by order exempt from any one or more 
provisions of this title any security issued or pro- 
posed to be issued under any indenture under 
which, at the time such application is filed, secu- 
rities referred to in paragraph (3) of subsection 
(a) of this section are outstanding, if and to the 
extent that the Commission finds that compliance 
with such provision or provisions, through the 
execution of a supplemental indenture or other- 
wise— 

(1) would require, by reason of the provi- 
sions of such indenture, or the provisions of 
any other indenture or agreement made prior 
to the enactment of this title, or the provisions 
of any applicable Iaw; the consent of the 


*Tbe words “as heretofore amended” were deleted after “by 
section 4 thereof”. 








holders of securities outstanding under any 
such indenture or agreement; or 

(2) would impose an undue burden on the 
issuer, having due regard to the public interest 
and the interests of investors. 

(d) The Commission may, on application by the 
issuer and after opportunity for hearing thereon, 
by order exempt from any one or more of the pro- 
visions of this title any security issued or proposed 
to be issued by a person organized and existing un- 
der the laws of a foreign government or a political 
subdivision thereof, if and to the extent that the 
Commission finds that compliance with such pro- 
vision or provisions is not necessary in the public 
interest and for the protection of investors. 


Securities Required To Be Registered Under 
Securities Act 

Sec. 305. (a) Subject to the provisions of sec- 
tion 304, a registration statement relating to a 
security shall include the following information 
and documents, as though such inclusion were re- 
quired by the provisions of section 7 of the Secu- 
rities Act of 1933— 

(1) such information and documents as the 
Commission may by rules and regulations pre- 
scribe in order to enable the Commission to 
determine whether any person designated to 
act as trustee under the indenture under which 
such security has been or is to be issued is 
eligible to act as such under subsection (a) 
of section 310 or has a conflicting interest as 
defined in subsection (b) of section 310; and 

(2) an analysis of any provisions of such 
indenture with respect to (A) the definition of 
what shall constitute a default under such 
indenture, and the withholding of notice to 
the indenture security holders of any such de- 
fault, (B) the authentication and delivery of 
the indenture securities and the application 
of the proceeds thereof, (C) the release or 
the release and substitution of any property 
subject to the lien of the indenture, (D) the 
satisfaction and discharge of the indenture, 
and (E) the evidence required to be furnished 
by the obligor upon the indenture securities 
to the trustee as to compliance with the con- 
ditions and covenants provided for in such 
indenture. 

The information and documents required by para- 
graph (1) of this subsection with respect to the 
person designated to act as indenture trustee shall 
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be contained in a separate part of such registration 
statement, which part shall be signed by such per- 
son. Such part of the registration statement shal] 
be deemed to be a document filed pursuant to this 
title, and the provisions of sections 11, 12, 17, and 
24 of the Securities Act of 1933 shall not apply to 
statements therein or omissions therefrom. 

(b) The Commission shall issue an order prior 
to the effective date of registration refusing to 
permit such a registration statement to become 
effective, if it finds that— 

(1) the security to which such registration 
statement relates has not been or is not to be 
issued under an indenture; 

(2) such indenture does not conform to the 
requirements of sections 310 to 318, inclusive; 
or 

(3) any person designated as trustee under 
such indenture is not eligible to act as such 
under subsection (a) of section 310 or has any 
conflicting interest as defined in subsection 
(b) of section 310; 

but no such order shall be issued except after 
notice and opportunity for hearing within the 
periods and in the manner required with respect 
to refusal orders pursuant to section 8 (b) of the 
Securities Act of 1933. If and when the Commis- 
sion deems that the objections on which such order 
was based have been met, the Commission shall 
enter an order rescinding such refusal order, and 
the registration shall become effective at the time 
provided in section 8 (a) of the Securities Act 
of 1933, or upon the date of such rescission, which- 
ever shall be the later. 

(c) A prospectus relating to any such security 
shall include to the extent the Commission may 
prescribe by rules and regulations as necessary and 
appropriate in the public interest or for the pro- 
tection of investors, as though such inclusion were 
required by section 10 of the Securities Act of 
1933, a written statement containing the analysis 
set forth in the registration statement, of any in- 
denture provisions with respect to the matters 
specified in paragraph (2) of subsection (a) of this 
section, together with a supplementary analysis, 
prepared by the Commission, of such provisions 
and of the effect thereof, if, in the opinion of the 
Commission, the inclusion of such supplementary 
analysis is necessary or appropriate in the public 
interest or for the protection of investors, and the 
Commission so declares by order after notice and, 
if demanded by the issuer, opportunity for hearing 
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thereon. Such order shall be entered prior to the 
effective date of registration, except that if oppor- 
tunity for hearing thereon is demanded by the 
issuer such order shall be entered within a reason- 
able time after such opportunity for hearing.* 

(d) The provisions of sections 11, 12, 17, and 
24 of the Securities Act of 1933, and the provisions 
of sections 323 and 325 of this title, shall not apply 
to statements in or omissions from any analysis 
required under the provisions of this section or 
section 306 or 307. 


Securities Not Registered Under Securities Act 


Sec. 306. (a) In the ease of any security which 
is not registered under the Securities Act of 1933 
and to which this subsection is applicable not- 
withstanding the provisions of section 304, unless 
such security has been or is to be issued under an 
indenture and an application for qualification is 
effective as to such indenture, it shall be unlawful 
for any person, directly or indirectly— 

(1) to make use of any means or instru- 
ments of transportation or communication in 
interstate commerce or of the mails to sell such 
security through the use or medium of any 
prospectus or otherwise; or 

(2) to carry or cause to be carried through 
the mails or in interstate commerce, by any 
means or instruments of transportation, any 
such security for the purpose of sale or for 
delivery after sale. 


(b) In case of any security which is not reg- 
istered under the Securities Act of 1933, but which 
has been or is to be issued under an indenture as to 
which an application for qualification is effective, 
it shall be unlawful for any person, directly or 
indirectly— 

(1) to make use of any means or instru- 
ments of transportation or communication in 





*(c) A prospectus relating to any such security shal! include, as 
though such inclusion were required by section 10 of the Securi- 
ties Act of 1033, a written statement containing the analysis, set 
forth in the registration statement, of any indenture provisions 
with respect to the matters specified in paragraph (2) of subsec- 
tion (a) of this section, together with a supplementary analysis, 
prepared by the Commission, of such provisions and of the effect 
thereof, if, in the opinion of the Commission, the inclusion of 
such supplementary analysis is necessary or appropriate in the 
public interest or for the protection of Investors, and the Com- 
mission so declares by order after notice and, if demanded by the 
issuer, opportunity for bearing thereon. Such order shall be 
entered prior to the effective date of registration, except that if 
opportunity for hearing thereon is demanded by the issuer such 
order shall be entered within a reasonable time after such 
opportunity for hearing. 


interstate commerce or of the mails to carry or 
transmit any prospectus relating to any such 
security, unless such prospectus, to the extent 
the Commission may prescribe by rules and 
regulations as necessary and appropriate in 
the public interest or for the protection of 
investors, includes or is accompanied by a 
written statement that contains the informa- 
tion specified in subsection (c) of section 305; 
or 

(2) to carry or to cause to be carried 
through the mails or in interstate commerce 
any such security for the purpose of sale or 
for delivery after sale, unless, to the extent 
the Commission may prescribe by rules and 
regulations as necessary or appropriate in 
the public interest or for the protection of 
investors, accompanied or preceded by a writ- 
ten statement that contains the information 
specified in subsection (c) of section 305." 
(c) It shall be unlawful for any person, directly 
or indirectly, to make use of any means or instru- 
ments of transportation or communication in 
interstate commerce or of the mails to offer to sell 
through the use or medium of any prospectus or 
otherwise any security which is not registered un- 
der the Securities Act of 1933 and to which this 
subsection is applicable notwithstanding the pro- 
visions of section 304, unless such security has been 
or is to be issued under an indenture and an appli- 
cation for qualification has been filed as to such 
indenture, or while the application is the subject 
of a refusal order or stop order or (prior to qual- 
ification) any public proceeding or examination 

under section 307 (c). 


Qualification of Indentures Covering Securi- 
ties Not Required To Be Registered 


Sec. 307. (a) In the case of any security which 
is not required to be registered under the Securi- 


*(b) Im the case of any security which is not registered under 
the Securities Act of 1933, but which has been or is to be Issued 
under an indenture as to which an application for qualification 
is effective, it shall be unlawful for any person, directly or 
indirectly — 

(1) to make use of any means or instruments of trans- 
portation or communication in interstate commerce or of 
the matis to carry or transmit any prospectus relating to 
any such security, unless such prospectus includes or is 
accompanied by a written statement that meets the require- 
ments of subsection (c) of section 305; or 

(2) to carry or to cause to be carried through the mails or 
in interstate commerce any such security for the purpose of 
sale or for delivery after sale, unless accompanied or preceded 
by a written statement that meets the requirements of sub- 
section (c) of section 305. 
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ties Act of 1933 and to which subsection (a) of 
section 306 is applicable notwithstanding the pro- 
visions of section 304, an application for qualifica- 
tion of the indenture under which such security 
has been or is to be issued shall be filed with the 
Commission by the issuer of such security. Each 
such application shall be in such. form, and shall 
be signed in such manner, as the Commission may 
by rules and regulations prescribe as necessary or 
appropriate in the public interest or for the pro- 
tection of investors. Each such application shall 
include the information and documents required 
by subsection (a) of section 305. The information 
and documents required by paragraph (1) of such 
subsection with respect to the person designated 
to act as indenture trustee shall be contained in a 
separate part of such application, which part shall 
be signed by such person. Each such application 
shall also include such of the other information 
and documents which would be required to be filed 
in order to register such indenture security under 
the Securities Act of 1933 as the Commission may 
by rules and regulations prescribe as necessary or 
appropriate in the public interest or for the pro- 
tection of investors. An application may be with- 
drawn by the applicant at any time prior to the 
effective date thereof. Subject to the provisions 
of section 321, the information and documents con- 
tained in or filed with any application shall be 
made available to the public under such regula- 
tions as the Commission may prescribe, and copies 
thereof, photostatic or otherwise, shall be fur- 
nished to every applicant therefor at such reason- 
able charge as the Commission may prescribe. 

(b) The filing with the Commission of an ap- 
plication, or of an amendment to an application, 
shall be deemed to have taken place upon the re- 
ceipt thereof by the Commission, but, in the case 
of an application, only if it is accompanied or pre- 
ceded by payment to the Commission of a filing 
fee in the amount of $100, such payment to be 
made in cash or by United States postal money 
order or certified or bank check, or in such other 
medium of payment as the Commission may 
authorize by rule and regulation. 

(c) The provisions of section 8 of the Securities 
Act of 1933 and the provisions of subsection (b) 
of section 305 of this title shall apply with respect 
to every such application, as though such applica- 
tion were a registration statement filed pursuant 
to the provisions of such Act. 
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Integration of Procedure With Securities Act 
and Other Acts 


Sro. 308. (a) The Commission, by such rules 
and regulations or orders as it deems necessary or 
appropriate in the public interest or for the protec- 
tion of investors, shall authorize the filing of any 
information or documents required to be filed with 
the Commission under this title, or under the Se- 
curities Act of 1933, the Securities Exchange Act 
of 1934, or the Public Utility Holding Company 
Act of 1935, by incorporating by reference any in- 
formation or documents on file with the Commis- 
sion under this title or under any such Act. 

(b) The Commission, by such rules and regula- 
tions or orders as it deems necessary or appropri- 
ate in the public interest or for the protection of 
investors, shall provide for the consolidation of ap- 
plications, reports, and proceedings under this 
title with registration statements, applications, re- 
ports, and proceedings under the Securities Act of 
1933, the Securities Exchange Act of 1934, or the 
Public Utility Holding Company Act of 1935. 


When Qualification Becomes Effective; Effect 
of Qualification 


Sec. 309. (a) The indenture under which a 
security has been or is to be issued shall be deemed 
to have been qualified under this title— 

(1) when registration becomes effective as 
to such security; or 

(2) when an application for the qualifica- 
tion of such indenture becomes effective, pur- 
suant to section 307. 

(b) After qualification has become effective as 
to the indenture under which a security has been 
or is to be issued, no stop order shall be issued pur- 
suant to section 8 (d) of the Securities Act of 1933, 
suspending the effectiveness of the registration 
statement relating to such security or of the appli- 
cation for qualification of such indenture, except 
on one or more of the grounds specified in section 8 
of such Act. 

(c) The making, amendment, or rescission of a 
rule, regulation, or order under the provisions of 
this title (except to the extent authorized by sub- 
section (a) of section 314 with respect to rules and 
regulations prescribed pursuant to such subsec- 
tion) shall not affect the qualification, form, or in- 
terpretation of any indenture as to which quali- 
fication became effective prior to the making, 





amend 
or order 

(d) 2 
been qu 
any lial 
ture to 
title, or 

(e) 2 
empowe 
gation « 
termini! 
which k 
complie 


Eligib 
Per 


Sec. | 
shall re 
more t! 
shall at 
doing b 
or of a 
Colum! 
tional | 
such la 
(B) is 
Federa 
bia aut 

(2) ' 
that su 
times a 
minim 
$150,00 
reports 
to law 
or exal 
vide th 
combin 
be deer 
as set 1 
so publ 

(3) 
permit. 
in add: 
dentur 
duties, 
the tru 
impose 
institu 
and su 
that w 





Ves vo 


ee TS 


SEC LEGISLATION 


amendment, or rescission of such rule, regulation, 
or order. 

(d) No trustee under an indenture which has 
been qualified under this title shall be subject to 
any liability because of any failure of such inden- 
ture to comply with any of the provisions of this 
title, or any rule, regulation, or order thereunder. 

(e) Nothing in this title shall be construed as 
empowering the Commission to conduct an investi- 
gation or other proceeding for the purpose of de- 
termining whether the provisions of an indenture 
which has been qualified under this title are being 
complied with, or to enforce such provisions. 


Eligibility and Disqualification of Trustee 
Persons Eligible for Appointment as Trustee 


Sec. 310. (a) (1) The indenture to be qualified 
shall require that there shall at all times be one or 
more trustees thereunder, at least one of whom 
shall at all times be a corporation organized and 
doing business under the laws of the United States 
or of any State or Territory or of the District of 
Columbia (referred to in this title as the institu- 
tional trustee), which (A) is authorized under 
such laws to exercise corporate trust powers, and 
(B) is subject to supervision or examination by 
Federal, State, Territorial, or District of Colum- 
bia authority. 

(2) The indenture to be qualified shall require 
that such institutional trustee shall have at all 
times a combined capital and surplus of a specified 
minimum amount, which shall not be less than 
$150,000. If such institutional trustee publishes 
reports of condition at least annually, pursuant 
to law or to the requirements of said supervising 
or examining authority, the indenture may pro- 
vide that, for the purposes of this paragraph, the 
combined capital and surplus of such trustee shall 
be deemed to be its combined capital and surplus 
as set forth in its most recent report of condition 
so published. 

(3) If the indenture to be qualified requires or 
permits the appointment of one or more co-trustees 
in addition to such institutional trustee, such in- 
denture shall provide that the rights, powers, 
duties, and obligations conferred or imposed upon 
the trustees or any of them shall be conferred or 
imposed upon and exercised or performed by such 
institutional trustee, or such institutional trustee 
and such co-trustees jointly, except to the extent 
that under any law of any jurisdiction in which 
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any particular act or acts are to be performed, 
such institutional trustee shall be incompetent or 
unqualified to perform such act or acts, in which 
event such rights, powers, duties, and obligations 
shall be exercised and performed by such co- 
trustees. 

(4) In the case of certificates of interest or par- 
ticipation, the indenture to be qualified shall re- 
quire that the indenture trustee or trustees have the 
legal power to exercise all of the rights, powers, 
and privileges of a holder of the security or secu- 
rities in which such certificates evidence an interest 
or participation. 


Disqualification of Trustee 


(b) The indenture to be qualified shall provide 
that if any indenture trustee has or shall acquire 
any conflicting interest as hereinafter defined, (i) 
such trustee shall, within ninety days after ascer- 
taining that it has such conflicting interest, either 
eliminate such conflicting interest or resign, such 
resignation to become effective upon the appoint- 
ment of a successor trustee and such successor’s 
acceptance of such appointment, and the obligor 
upon the indenture securities shall take prompt 
steps to have a successor appointed in the manner 
provided in the indenture; and (ii) in the event 
that such trustee shall fail to comply with the 
provisions of clause (i) of this subsection, such 
trustee shall, within ten days after the expiration 
of such ninety-day period, transmit notice of such 
failure to the indenture security holders in the 
manner and to the extent provided in subsection 
(c) of section 313; and (iii) subject to the pro- 
visions of subsection (e) of section 315, any se- 
curity holder who has been a bona fide holder of 
indenture securities for at least six months may, 
on behalf of himself and all others similarly sit- 
uated, petition any court of competent jurisdic- 
tion for the removal of such trustee, and the ap- 
pointment of a successor, if such trustee fails, 
after written request therefor by such holder, to 
comply with the provisions of clause (i) of this 
subsection. For the purposes of this subsection, 
an indenture trustee shall be deemed to have a 
conflicting interest if— 

(1) such trustee is trustee under another 
indenture under which any other securities, 
or certificates of interest or participation in 
any other securities, of an obligor upon the 
indenture securities are outstanding unless 
(A) the indenture securities are collateral 
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trust notes under which the only collateral 
consists of securities issued under such other 
indenture, or (B) such other indenture is a 
collateral trust indenture under which the 
only collateral consists of indenture securi- 
ties, or (C) such obligor has no substantial 
unmortgaged assets and is engaged primarily 
in the business of owning, or of owning and 
developing and/or operating, real estate, and 
the indenture to be qualified and such other 
indenture are secured by wholly separate and 
distinct parcels of real estate: Provided, That 
the indenture to be qualified may contain a 
provision excluding from the operation of 
this paragraph another indenture or inden- 
tures under which other securities, or certifi- 
cates of interest or participation in other se- 
curities, of such an obligor are outstanding, 
if (i) the indenture to be qualified and such 
other indenture or indentures are wholly un- 
secured, and such other indenture or inden- 
tures are specifically described in the inden- 
ture to be qualified or are thereafter qualified 
under this title, unless the Commission shall 
have found and declared by order pursuant 
to subsection (b) of section 305 or subsection 
(c) of section 307 that differences exist be- 
tween the provisions of the indenture to be 
qualified and the provisions of such other 
indenture or indentures which are so likely to 
involve a materia] conflict of interest as to 
make it necessary in the public interest or for 
the protection of investors to disqualify such 
trustee from acting as such under one of such 
indentures, or (ii) the issuer shall have sus- 
tained the burden of proving, on application 
to the Commission and after opportunity for 
hearing thereon, that trusteeship under the 
indenture to be qualified and such other in- 
denture is not so likely to involve a material 
conflict of interest as to make it necessary in 
the public interest or for the protection of 
investors to disqualify such trustee from act- 
ing as such under one of such indentures; 

(2) such trustee or any of its directors or 
executive officers is an obligor upon the in- 
denture securities or an underwriter for such 
an obligor ; 

(3) such trustee directly or indirectly con- 
trols or is directly or indirectly controlled by 
or is under direct or indirect common control 


with an obligor upon the indenture securities 
or an underwriter for such an obligor; 

(4) such trustee or any of its directors or 
executive officers is a director, officer, partner, 
employee, appointee, or representative of an 
obligor upon the indenture securities, or of 
an underwriter (other than the trustee itself) 
for such an obligor who is currently engaged 
in the business of underwriting, except that 
(A) one individual] may be a director and/or 
an executive officer of the trustee and a direc- 
tor and/or an executive officer of such obligor, 
but may not be at the same time an executive 
officer of both the trustee and of such obligor, 
and (B) if and so long as the number of di- 
rectors of the trustee in office is more than 
nine, one additional individual may be a di- 
rector and/or an executive officer of the trustee 
and a director of such obligor, and (C) such 
trustee may be designated by any such obligor 
or by any underwriter for any such obligor, 
to act in the capacity of transfer agent, reg- 
istrar, custodian, paying agent, fiscal agent, 
escrow agent, or depositary, or in any other 
similar capacity, or, subject to the provisions 
of paragraph (1) of this subsection, to act as 
trustee, whether under an indenture or other- 
wise ; 

(5) 10 per centum or more of the voting 
securities of such trustee is beneficially owned 
either by an obligor upon the indenture se- 
curities or by any director, partner, or execu- 
tive officer thereof, or 20 per centum or more 
of such voting securities is beneficially owned, 
collectively, by any two or more of such per- 
sons; or 10 per centum or more of the voting 
securities of such trustee is beneficially owned 
either by an underwriter for any such obligor 
or by any director, partner, or executive officer 
thereof, or is beneficially owned, collectively, 
by any two or more such persons; 

(6) such trustee is the beneficial owner of, 
or holds as collateral security for an obliga- 
tion which is in default as hereinafter de- 
fined, (A) 5 per centum or more of the voting 
securities, or 10 per centum or more of any 
other class of security, of an obligor upon the 
indenture securities, not including indenture 
securities and securities issued under any other 
indenture under which such trustee is also 
trustee, or (B) 10 per centum or more of any 
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class of security of an underwriter for any 
such obligor ; 

(7) such trustee is the beneficial owner of, 
or holds as collateral security for an obliga- 
tion which is in default as hereinafter de- 
fined, 5 per centum or more of the voting se- 
curities of any person who, to the knowledge 
of the trustee, owns 10 per centum or more of 
the voting securities of, or controls directly 
or indirectly or is under direct or indirect 
‘ eommon control with, an obligor upon the 
indenture securities ; 

(8) such trustee is the beneficial owner of, 
or holds as collateral security for an obli- 
gation which is in default as hereinafter 
defined, 10 per centum or more of any class 
of security of any person who, to the know!l- 
edge of the trustee, owns 50 per centum or 
more of the voting securities of an obligor 
upon the indenture securities ; or 

(9) such trustee owns, on May 15 in any 
calendar year, in the capacity of executor, 
administrator, testamentary or inter vivos 
trustee, guardian, committee or conservator, 
or in any other similar capacity, an aggregate 
of 25 per centum or more of the voting securi- 
ties, or of any class of security, of any person, 
the beneficial ownership of a specified per- 
centage of which would have constituted a 
conflicting interest under paragraph (6), (7), 
or (8) of this subsection. The indenture to 
be qualified may provide, as to any such securi- 
ties of which the indenture trustee acquired 
ownership through becoming executor, ad- 
ministrator, or testamentary trustee of an 
estate which included them, that the pro- 
visions of the preceding sentence shall not 
apply, for a period of not more than two years 
from the date of such acquisition, to the extent 
that such securities included in such estate do 
not exceed 25 per centum of such voting securi- 
ties or 25 per centum of any such class of 
security. The indenture to be qualified shall 
provide that promptly after May 15 in each 
calendar year, the trustee shall make a check 
of its holdings of such securities in any of the 
above-mentioned capacities as of such May 15. 
Such indenture shall also provide that if the 
obligor upon the indenture securities fails to 
make payment in full of principal or interest 
under such indenture when and as the same 
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becomes due and payable, and such failure 
continues for thirty days thereafter, the 
trustee shall make a prompt check of its hold- 
ings of such securities in any of the above- 
mentioned capacities as of the date of the ex- 
piration of such thirty-day period, and after 
such date, notwithstanding the foregoing pro- 
visions of this paragraph, all such securities 
so held by the trustee, with sole or joint con- 
trol over such securities vested in it, shall be 
considered as though beneficially owned by 
such trustee, for the purposes of paragraphs 
(6), (7), and (8) of this subsection. 

The indenture to be qualified shall provide that 
the specification of percentages in paragraphs (5) 
to (9), inclusive, of this subsection shall not be 
construed as indicating that the ownership of such 
percentages of the securities of a person is or is not 
necessary or sufficient to constitute direct or in- 
direct control for the purposes of paragraph (3) 
or (7) of this subsection. 

For the purposes of paragraphs (6), (7), (8), 
and (9) of this subsection, (A) the terms “secur- 
ity” and “securities” shall include only such securi- 
ties as are generally known as corporate securities, 
but shall not include any note or other evidence of 
indebtedness issued to evidence an obligation to re- 
pay moneys lent to a person by one or more banks, 
trust companies, or banking firms, or any certifi- 
cate of interest or participation in any such note 
or evidence of indebtedness; (B) an obligation 
shall be deemed to be in default when a default in 
payment of principal shall have continued for 
thirty days or more, and shall not have been cured; 
and (C) the indenture trustee shall not be deemed 
the owner or holder of (i) any security which it 
holds as collateral security (as trustee or other- 
wise) for an obligation which is not in default as 
above defined, or (ii) any security which it holds 
as collateral security under the indenture to be 
qualified, irrespective of any default thereunder, 
or (iii) any security which it holds as agent for 
collection, or as custodian, escrow agent, or de- 
positary, or in any similar representative capacity. 

For the purposes of this subsection, the term 
“underwriter” when used with reference to an 
obligor upon the indenture securities means every 
person who, within three years prior to the time as 
of which the determination is made, was an under- 
writer of any security of such obligor outstanding 
at such time. 
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Applicability of Section 

(c) The Public Utility Holding Company Act 
of 1935 shall not be held to establish or authorize 
the establishment of any standards regarding the 
eligibility and qualifications of any trustee or pro- 
spective trustee under an indenture to be qualified 
under this title, or regarding the provisions to be 
included in any such indenture with respect to the 
eligibility and qualifications of the trustee there- 
under, other than those established by the provi- 
sions of this section. 


Preferential Collection of Claims Against 
Obligor 


Sexo. 311. (a) Subject to the provisions of sub- 
section (b) of this section, the indenture to be 
qualified shall provide that if the indenture trustee 
shall be, or shall become, a creditor, directly or in- 
directly, secured or unsecured, of an obligor upon 
the indenture securities, within four months prior 
to a default as defined in the last paragraph of 
this subsection, or subsequent to such a default, 
then, unless and until such a default shall be cured, 
such trustee shall set apart and hold in a special ac- 
count for the benefit of the trustee individually and 
the indenture security holders— 

(1) an amount equal to any and all reduc- 
tions in the amount due and owing upon any 
claim as such creditor in respect of principal 
or interest, effected after the beginning of such 
four months’ period and valid as against such 
obligor and its other creditors, except any such 
reduction resulting from the receipt or dis- 
position of any property described in para- 
graph (2) of this subsection, or from the exer- 
cise of any right of set-off which the trustee 
could have exercised if a petition in bank- 
ruptcy had been filed by or against such 
obligor upon the date of such default; and 

(2) all property received in respect of any 
claim as such creditor, either as security there- 
for, or in satisfaction or composition thereof, 
or otherwise, after the beginning of such four 
months’ period, or an amount equal to the pro- 
ceeds of any such property, if disposed of, 
subject, however, to the rights, if any, of such 
obligor and its other creditors in such prop- 
erty or such proceeds. 

Nothing herein contained shall affect the right 
of the indenture trustee— 

(A) to retain for its own account (i) pay- 
ments made on account of any such claim by 
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any person (other than such obligor) who js 
liable thereon, and (ii) the proceeds of the 
bona fide sale of any such claim by the trustes 
to a third person, and (iii) distributions made 
in cash, securities, or other property in respect 
of claims filed against such obligor in bank. 
ruptcy or receivership or in proceedings for 
reorganization pursuant to the Bankruptcy 
Act or applicable State law; 

(B) to realize, for its own account, upon 
any property held by it as security for any 
such claim, if such property was so held prior 
to the beginning of such four months’ period; 

(C) to realize, for its own account, but only 
to the extent of the claim hereinafter men- 
tioned, upon any property held by it as 
security for any such claim, if such claim was 
created after the beginning of such four 
months’ period and such property was re- 
ceived as security therefor simultaneously 
with the creation thereof, and if the trustee 
shall sustain the burden of proving that at 
the time such property was so received the 
trustee had no reasonable cause to believe that 
a default as defined in the last paragraph of 
this subsection would occur within four 
months; or 

(D) to receive payment on any claim re- 
ferred to in paragraph (B) or (C), against 
the release of any property held as security 
for such claim as provided in paragraph (B) 
or (C), as the case may be, to the extent of the 
fair value of such property. 

For the purposes of paragraphs (B), (C), and 
(D), property substituted after the beginning of 
such four months’ period for property held as 
security at the time of such substitution shall, to 
the extent of the fair value of the property 
released, have the same status as the property 
released, and, to the extent that any claim referred 
to in any of such paragraphs is created in renewal 
of or in substitution for or for the purpose of 
repaying or refunding any preexisting claim of the 
indenture trustee as such creditor, such claim shall 
have the same status as such preexisting claim. 
The indenture to be qualified shall provide that, 
if the trustee shall be required to account, the funds 
and property held in such special account and the 
proceeds thereof shall be apportioned between the 
trustee and the indenture security holders in such 
manner that the trustee and the indenture security 
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holders realize, as a result of payments from such 
special account and payments of dividends on 
claims filed against such obligor in bankruptcy or 
receivership or in proceedings for reorganization 
pursuant to the Bankruptcy Act or applicable 
State law, the same percentage of their respective 
claims, figured before crediting to the claim of the 
trustee anything on account of the receipt by it 
from such obligor of the funds and property in 
such special account and before crediting to the 
respective claims of the trustee and the indenture 
security holders dividends on claims filed against 
such obligor in bankruptcy or receivership or in 
proceedings for reorganization pursuant to the 
Bankruptey Act or applicable State law, but after 
crediting thereon receipts on account of the in- 
debtedness represented by their respective claims 
from al] sources other than from such dividends 
and from the funds and property so held in such 
special account. As used in this paragraph, with 
respect to any claim, the term “dividends” shall 
include any distribution with respect to such claim, 
in bankruptcy or receivership or in proceedings for 
reorganization pursuant to the Bankruptcy Act 
or applicable State law, whether such distribution 
is made in cash, securities, or other property, but 
shall not include any such distribution with re- 
spect to the secured portion, if any, of such claim. 
The court in which such bankruptcy, receivership, 
or proceeding for reorganization is pending shall 
have jurisdiction (i) to apportion between the in- 
denture trustee and the indenture security holders, 
in accordance with the provisions of this para- 
graph, the funds and property held in such special 
account and the proceeds thereof, or (ii) in lieu of 
such apportionment, in whole or in part, to give 
to the provisions of this paragraph due considera- 
tion in determining the fairness of the distribu- 
tions to be made to the indenture trustee and the 
indenture security holders with respect to their re- 
spective claims, in which event it shal] not be neces- 
sary to liquidate or to appraise the value of any 
securities or other property held in such special 
account or as security for any such claim, or to 
make a specific allocation of such distributions as 
between the secured and unsecured portions of 
such claims, or otherwise to apply the provisions 
of this paragraph as a mathematical formula. 
Any indenture trustee who has resigned or been 
removed after the beginning of such four months’ 
period shall be subject to the provisions of this 
subsection as though such resignation or removal 
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had not occurred. Any indenture trustee who has 
resigned or been removed prior to the beginning of 
such four months’ period shall be subject to the 
provisions of this subsection if and only if the fol- 
lowing conditions exist— 

(i) the receipt of property or reduction of 
claim which would have given rise to the obli- 
gation to account, if such indenture trustee 
had continued as trustee, occurred after the 
beginning of such four months’ period; and 

(ii) such receipt of property or reduction 
of claim occurred within four months after 
such resignation or removal. 

As used in this subsection, the term “default” 
means any failure to make payment in full of 
principal or interest, when and as the same becomes 
dus and payable, under any indenture which has 
been qualified under this title, and under which the 
indenture trustee is trustee and the person of 
whom the indenture trustee is directly or indirectly 
a creditor is an obligor; and the term “indenture 
security holder” means all holders of securities out- 
standing under any such indenture under which 
any such default exists. 

(b) The indenture to be qualified may contain 
provisions excluding from the operation of sub- 
section (a) of this section a creditor relationship 
arising from— 

(1) the ownership or acquisition of securi- 
ties issued under any indenture, or any 
security or securities having a maturity of one 
year or more at the time of acquisition by the 
indenture trustee ; 

(2) advances authorized by a receivership 
or bankruptcy court of competent jurisdiction, 
or by the indenture, for the purpose of pre- 
serving the property subject to the lien of 
the indenture or of discharging tax liens or 
other prior liens or encumbrances on the trast 
estate, if notice of such advance and of the 
circumstances surrounding the making there- 
of is given to the indenture security holders, 
at the time and in the manner provided in the 
indenture; 

(8) disbursements made in the ordinary 
course of business in the capacity of trustee 
under an indenture, transfer agent, registrar, 
custodian, paying agent, fiscal agent or de- 
positary, or other similar capacity ; 

(4) an indebtedness created as a result of 
services rendered or premises rented; or an 








indebtedness created as a result of goods or 
securities sold in a cash transaction as defined 
in the indenture ; 

(5) the ownership of stock or of other 
securities of a corporation organized under 
the provisions of section 25 (a) of the Federal 
Reserve Act, as amended, which is directly or 
indirectly a creditor of an obligor upon the 
indenture securities ; or 

(6) the acquisition, ownership, acceptance, 
or negotiation of any drafts, bills of exchange, 
acceptances, or obligations which fall within 
the classification of self-liquidating paper as 
defined in the indenture. 

(c) In the exercise by the Commission of any 
jurisdiction under the Public Utility Holding 
Company Act of 1935 regarding the issue or sale, 
by any registered holding company or a subsidiary 
company thereof, of any security of such issuer or 
seller or of any other company to a person which is 
trustee under an indenture or indentures of such 
issuer or seller or other company, or of a subsidiary 
or associate company or affiliate of such issuer or 
seller or other company (whether or not such in- 
denture or indentures are qualified or to be quali- 
fied under this title) , the fact that such trustee will 
thereby become a creditor, directly or indirectly, 


of any of the foregoing shall not constitute a 


ground for the Commission taking adverse action 
with respect to any application or declaration, or 
limiting the scope of any rule or regulation which 
would otherwise permit such transaction to take 
effect; but in any case in which such trustee is 
trustee under an indenture of the company of 
which it will thereby become a creditor, or of any 
subsidiary company thereof, this subsection shall 
not prevent the Commission from requiring (if 
such requirement would be authorized under the 
provisions of the Public Utility Holding Company 
Act of 1935) that such trustee, as such, shall 
effectively and irrevocably agree in writing, for the 
benefit of the holders from time to time of the 
securities from time to time outstanding under 
such indenture, to be bound by the provisions of 
this section, subsection (c) of section 315, and, in 
case of default (as such term is defined in such 
indenture), subsection (d) of section 315, as fully 
as though such provisions were included in such 
indenture. For the purposes of this subsection 
the terms “registered holding company”, “subsidi- 
ary company”, “associate company”, and “affiliate” 
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shall have the respective meanings assigned to 
such terms in section 2 (a) of the Public Utility 
Holding Company Act of 1935. 


Bondholders Lists 


Sec. 312. (a) The indenture to be qualified shall 
contain provisions requiring each obligor upon 
the indenture securities to furnish or cause to be 
furnished to the institutional trustee thereunder 
at stated intervals of not more than six months, 
and at such other times as such trustee may request 
in writing, all information in the possession or 
control of such obligor, or of any of its paying 
agents, as to the names and addresses of the in- 
denture security holders, and requiring such 
trustee to preserve, in as current a form as is rea- 
sonably practicable, all such information so fur- 
nished to it or received by it in the capacity of 
paying agent. 

(b) The indenture to be qualified shall also con- 
tain provisions requiring that, within five business 
days after the receipt by the institutional trustee 
of a written application by any three or more in- 
denture security holders stating that the applicants 
desire to communicate with other indenture secu- 
rity holders with respect to their rights under such 
indenture or under the indenture securities, and 
accompanied by a copy of the form of proxy or 
other communication which such applicants pro- 
pose to transmit, and by reasonable proof that 
each such applicant has owned an indenture se- 
curity for a period of at least six months preceding 
the date of such application, such institutional 
trustee shall, at its election, either— 

(1) afford to such applicants: access to all 
information so furnished to or received by 
such trustee; or 

(2) inform such applicants as to the ap- 
proximate number of indenture security hold- 
ers according to the most recent information 
so furnished to or received by such trustee, 
and as to the approximate cost of mailing to 
such indenture security holders the form of 
proxy or other communication, if any, spec- 
ified in such application. 

If such trustee shall elect not to afford to such ap- 
plicants access to such information, such trustee 
shall, upon the written request of such applicants, 
mail to all such indenture security holders copies 
of the form of proxy or other communication 
which is specified in such request, with reasonable 
promptness after a tender to such trustee of the 
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material to be mailed and of payment, or provi- 
sion for the payment, of the reasonable expenses 
of such mailing, unless within five days after such 
tender, such trustee shall mail to such applicants, 
and file with the Commission together with a copy 
of the material to be mailed, a written statement to 
the effect that, in the opinion of such trustee, such 
mailing would be contrary to the best interests of 
the indenture security holders or would be in vio- 
lation of applicable law. Such written statement 
shall specify the basis of such opinion. After op- 
portunity for hearing upon the objections specified 
in the written statement so filed, the Commission 
may, and if demanded by such trustee or by such 
applicants shall, enter an order either sustaining 
one or more of such objections or refusing to sus- 
tain any of them. If the Commission shall enter 
an order refusing to sustain any of such objec- 
tions, or if, after the entry of an order sustaining 
one or more of such objections, the Commission 
shall find, after notice and opportunity for hear- 
ing, that all objections so sustained have been met, 
and shall enter an order so declaring, such trustee 
shall mail copies of such material to all such inden- 
ture security holders with reasonable promptness 
after the entry of such order and the renewal of 
such tender. 

(c) The disclosure of any such information as 
to the names and addresses of the indenture secu- 
rity holders in accordance with the provisions of 
this section, regardless of the source from which 
such information was derived, shall not be deemed 
to be a violation of any existing law, or of any 
law hereafter enacted which does not specifically 
refer to this section, nor shall such trustee be held 
accountable by reason of mailing any material 
pursuant to a request made under subsection (b) 
of this section. 


Reports by Indenture Trustee 


Sec. 313. (a) The indenture to be qualified 
shall contain provisions requiring the indenture 
trustee to transmit to the indenture security hold- 
ers as hereinafter provided, at stated intervals of 
not more than 12 months, a brief report with re- 
spect to— 

(1) its eligibility and it qualifications un- 
der section 310, or in lieu thereof, if to the best 
of its knowledge it has continued to be eligible 
and qualified under such section, a written 
statement to such effect; 


(2) the character and amount of any ad- 
vances made by it, as indenture trustee, which 
remain unpaid on the date of such report, and 
for the reimbursement of which it claims or 
may claim a lien or charge, prior to that of the 
indenture securities, on the trust estate or on 
property or funds held or collected by it as 
such trustee, if such advances so remaining un- 
paid aggregate more than one-half of 1 per 
centum of the principal amount of the inden- 
ture securities outstanding on such date; 

(3) the amount, interest rate, and maturity 
date of all other indebtedness owing to it in its 
individual capacity, on the date of such re- 
port, by the obligor upon the indenture secur- 
ities, with a brief description of any property 
held as collateral security therefor, except an 
indebtedness based upon a creditor relation- 
ship arising in any manner described in para- 
graphs (2), (3), (4), or (6) of subsection (b) 
of section 311; 

(4) the property and funds physically in 
its possession as indenture trustee on the date 
of such report; 

(5) any release, or release and substitution, 
of property subject to the lien of the inden- 
ture (and the consideration therefor, if any) 
which it has not previously reported ; 

(6) any additional issue of indenture secu- 
rities which it has not previously reported ; 
and 

(7) any action taken by it in the perform- 
ance of its duties under the indenture which it 
has not previously reported and which in its 
opinion materially affects the indenture secu- 
rities or the trust estate, except action in re- 
spect of a default, notice of which has been or 
is to be withheld by it in accordance with an 
indenture provision authorized by subsection 
(b) of section 315. 

(b) The indenture to be qualified shall also con- 
tain provisions requiring the indenture trustee to 
transmit to the indenture security holders as here- 
inafter provided, within the times hereinafter 
specified, a brief report with respect to— 

(1) the release, or release and substitution, 
of property subject to the lien of the indenture 
(and the consideration therefor, if any) unless 
the fair value of such property, as set forth in 
the certificate or opinion required by para- 
graph (1) of subsection (d) of section 314, is 
less than 10 per centum of the principal 








amount of indenture securities outstanding at 
the time of such release, or such release and 
substitution, such report to be so transmitted 
within 90 days after such time; and 

(2) the character and amount of any ad- 
vances made by it as such since the date of the 
last report transmitted pursuant to the pro- 
visions of subsection (a) (or if no such report 
has yet been so transmitted, since the date of 
execution of the indenture), for the reim- 
bursement of which it claims or may claim a 
lien or charge, prior to that of the indenture 
securities, on the trust estate or on property or 
funds held or collected by it as such trustee, 
and which it has not previously reported pur- 
suant to this paragraph, if such advances re- 
maining unpaid at any time aggregate more 
than 10 per centum of the principal amount of 
indenture securities outstanding at such time, 
such report to be so transmitted within 90 days 
after such time. 

(c) The indenture to be qualified shall also pro- 
vide that reports pursuant to this section shall be 
transmitted by mail— 

(1) to all registered holders of indenture 
securities, as the names and addresses of such 
holders appear upon the registration books of 
the obligor upon the indenture securities ; 

(2) to such holders of indenture securities 
as have, within the two years preceding such 
transmission, filed their names and addresses 
with the indenture trustee for that purpose; 
and 

(3) except in the case of reports pursuant 
to subsection (b) of this section, to all holders 
of indenture securities whose names and ad- 
dresses have been furnished to or received by 
the indenture trustee pursuant to section 312. 

(d) The indenture to be qualified shall also pro- 
vide that a copy of each such report shall, at the 
time of such transmission to indenture security 
holders, be filed with each stock exchange upon 
which the indenture securities are listed, and also 
with the Commission. 


Reports by Obligor; Evidence of Compliance 
With Indenture Provisions 


Periodic Reports 


Sec. 314. (a) The indenture to be qualified 
shall contain provisions requiring each person 
who, as set forth in the registration statement or 
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application, is or is to be an obligor upon the in- 
denture securities covered thereby— 


(1) to file with the indenture trustee copies 
of the annual reports and of the information, 
documents, and other reports (or copies of 
such portions of any of the foregoing as the 
Commission may by rules and regulations 
prescribe) which such obligor is required to 
file with the Commission pursuant to section 
13 or section 15 (d) of the Securities Ex- 
change Act of 1934; or, if the obligor is not 
required to file information, documents, or re- 
ports pursuant to either of such sections, then 
to file. with the indenture trustee and the 
Commission, in accordance with rules and 
regulations prescribed by the Commission, 
such of the supplementary and periodic in. 
formation, documents, and reports which may 
be required pursuant to section 13 of the 
Securities Exchange Act of 1984, in respect of 
a security listed and registered on a national] 
securities exchange as may be prescribed in 
such rules and regulations; 

(2) to file with the indenture trustee and 
the Commission, in accordance with rules and 
regulations prescribed by the Commission, 
such additional information, documents, and 
reports with respect to compliance by such 
obligor with the conditions and covenants 
provided for in the indenture, as may be re- 
quired by such rules and regulations, includ- 
ing, in the case of annual reports, if required 
by such rules and regulations, certificates or 
opinions of independent public account- 
ants, conforming to the requirements of sub- 
section (e) of this section, as to’ compliance 
with conditions or covenants, compliance with 
which is subject to verification by accountants, 
but no such certificate or opinion shall be re- 
quired as to any matter specified in clauses 
(A), (B), or (C) of paragraph (3) of sub- 
section (c) ; and 

(3) to transmit to the holders of the in- 
denture securities upon which such person is 
an obligor, in the manner and to the extent 
provided in subsection (c) of section 313, such 
summaries of any information, documents, 
and reports required to be filed by such obligor 
pursuant to the provisions of paragraph (1) 
or (2) of this subsection as may be required 
by rules and regulations prescribed by the 
Commission. 
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The rules and regulations prescribed under this 
subsection shall be such as are necessary or appro- 
priate in the public interest or for the protection 
of investors, having due regard to the types of in- 
dentures, and the nature of business of the class of 
obligors affected thereby, and the amount of in- 
denture securities outstanding under such inden- 
tures, and, in the case of any such rules and regu- 
lations prescribed after the indentures to which 
they apply have been qualified under this title, the 
additional expense, if any, of complying with such 
rules and regulations. Such rules and regulations 
may be prescribed either before or after qualifica- 
tion becomes effective as to any such indenture. 


Evidence of Recording Indenture 


(b) If the indenture to be qualified is or is to be 
secured by the mortgage or pledge of property, 
such indenture shall contain provisions requiring 
the obligor upon the indenture securities to furnish 
tothe indenture trustee— 

(1) promptly after the execution and de- 
livery of the indenture, an opinion of counsel 
(who may be of counsel for such obligor) 
either stating that in the opinion of such coun- 
se] the indenture has been properly recorded 
and filed so as to make effective the lien in- 
tended to be created thereby, and reciting the 
details of such action, or stating that in the 
opinion of such counsel no such action is nec- 
essary to make such lien effective; and 

(2) at least annually after the execution 
and delivery of the indenture, an opinion of 
counsel (who may be of counsel for such ob- 
ligor) either stating that in the opinion of 
such counsel such action has been taken with 
respect to the recording, filing, re-recording, 
and refiling of the indenture as is necessary to 
maintain the lien of such indenture, and re- 
citing the details of such action, or stating 
that in the opinion of such counsel no such 
action is necessary to maintain such lien. 


Evidence of Compliance With Conditions Precedent 


(c) The indenture to be qualified shall contain 
provisions requiring the obligor upon the inden- 
ture securities to furnish to the indenture trustee 
evidence of compliance with the conditions preced- 
ent, if any, provided for in the indenture (includ- 
ing any covenants compliance with which consti- 
tutes a condition precedent) which relate to the 
authentication and delivery of the indenture secu- 


rities, to the release or the release and substitution 
of property subject to the lien of the indenture, to 
the satisfaction and discharge of the indenture, or 
to any other action to be taken by the indenture 
trustee at the request or upon the application of 
such obligor. Such evidence shall consist of the 
following: 

(1) certificates or opinions made by officers 
of such obligor who are specified in the inden- 
ture, stating that such conditions precedent 
have been complied with; 

(2) an opinion of counsel (who may be of 
counsel for such obligor) stating that in his 
opinion such conditions precedent have been 
complied with; and 

(3) in the case of conditions precedent com- 

pliance with which is subject to verification 
by accountants (such as conditions with re- 
spect to the preservation of specified ratios, 
the amount of net quick assets, negative- 
pledge clauses, and other similar specific con- 
ditions) , a certificate or opinion of an account- 
ant, who, in the case of any such conditions 
precedent to the authentication and delivery 
of indenture securities, and not otherwise, 
shall be an independent public accountant 
selected or approved by the indenture trustee 
in the exercise of reasonable care, if the ag- 
gregate principal amount of such indenture 
securities and of other indenture securities au- 
thenticated and delivered since the commence- 
ment of the then current calendar year (other 
than those with respect to which a certificate 
or opinion of an accountant is not required, or 
with respect to which a certificate or opinion 
of an independent public accountant has pre- 
viously been furnished) is 10 per centum or 
more of the aggregate amount of the indenture 
securities at the time outstanding; but no cer- 
tificate or opinion need be made by any person 
other than an officer or employee of such 
obligor who is specified in the indenture, as 
to (A) dates or periods not covered by annual 
reports required to be filed by the obligor, in 
the case of conditions precedent which depend 
upon a state of facts as of a date or dates or 
for a period or periods different from that re- 
quired to be covered by such annual reports, or 
(B) the amount and value of property ad- 
ditions, except as provided in paragraph (3) 
of subsection (d), or (C) the adequacy of de- 
preciation, maintenance, or repairs. 
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Certificates of Fair Value 


(d) If the indenture to be qualified is or is to be 
secured by the mortgage or pledge of property or 
securities, such indenture shall contain pro- 
visions— 

(1) requiring the obligor upon the inden- 
ture securities to furnish to the indenture 
trustee a certificate or opinion of an engineer, 
appraiser, or other expert as to the fair value 
of any property or securities to be released 
from the lien of the indenture, which certifi- 
cate or opinion shall state that in the opinion 
of the person making the same the proposed 
release will not impair the security under 
such indenture in contravention of the provi- 
sions thereof, and requiring further that such 
certificate or opinion shall be made by an inde- 
pendent engineer, appraiser, or other expert, 
if the fair value of such property or securities 
and of all other property or securities released 
since the commencement of the then current 
calendar year, as set forth in the certificates or 
opinions required by this paragraph, is 10 per 
centum or more of the aggregate principal 
amount of the indenture securities at the time 
outstanding; but such a certificate or opinion 
of an independent engineer, appraiser, or 
other expert shal] not be required in the case 
of any release of property or securities, if the 
fair value thereof as set forth in the certificate 
or opinion required by this paragraph is less 
than $25,000 or less than 1 per centum of the 
aggregate principal amount of the indenture 
securities at the time outstanding; 

(2) requiring the obligor upon the in- 
denture securities to furnish to the indenture 
trustee a certificate or opinion of an engineer, 
appraiser, or other expert as to the fair value 
to such obligor of any securities (other than 
indenture securities and securities secured by 
a lien prior to the lien of the indenture upon 
property subject to the lien of the indenture), 
the deposit of which with the trustee is to be 
made the basis for the authentication and 
delivery of indenture securities, the with- 
drawal of cash constituting a part of the trust 
estate or the release of property or securities 
subject to the lien of the indenture, and re- 
quiring further that if the fair value to such 
obligor of such securities and of all other such 
securities made the basis of any such authenti- 


cation and delivery, withdrawal, or release 
since the commencement of the then current 
calendar year, as set forth in the certificates 
or opinions required by this paragraph, is 10 
per centum or more of the aggregate principal 
amount of the indenture securities at the time 
outstanding, such certificate or opinion shall 
be made by an independent engineer, ap- 
praiser, or other expert and, in the case of the 
authentication and delivery of indenture 
securities, shall cover the fair value to such 
obligor of al] other such securities so deposited 
since the commencement of the current calen- 
dar year as to which a certificate or opinion 
of an independent engineer, appraiser, or 
other expert has not previously been fur- 
nished; but such a certificate of an inde- 
pendent engineer, appraiser, or other expert 
“shall not be required with respect to any 
securities so deposited, if the fair value thereof 
to such obligor as set forth in the certificate 
or opinion required by this paragraph is less 
than $25,000 or less than 1 per centum of the 
aggregate principal amount of the indenture 
securities at the time outstanding; and 
(3) requiring the obligor upon the inden- 
ture securities to furnish to the indenture 
trustee a certificate or opinion of an engineer, 
appraiser, or other expert as to the fair value 
to such obligor of any property the subjection 
of which to the lien of the indenture is to be 
made the basis for the authentication and de- 
livery of indenture secyrities, the withdrawal 
of cash constituting a part of the trust estate, 
or the release of property or securities subject 
to the lien of the indenture, and requiring 
further that if 
(A) within six months prior to the date 
of acquisition thereof by such obligor, 
such property has been used or operated, 
by a person or persons other than such 
obligor, in a business similar to that in 
which it has been or is to be used or op- 
erated by such obligor, and 
(B) the fair value to such obligor of 
such property as set forth in such certifi- 
cate or opinion is not less than $25,000 
and not less than 1 per centum of the ag- 
gregate principal amount of the indenture 
securities at the time outstanding, 
such certificate or opinion shal] be made by an 
independent engineer, appraiser, or other ex- 
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pert and, in the case of the authentication and 
delivery of indenture securities, shall cover 
the fair value to the obligor of any property 
so used or operated which has been so sub- 
jected to the lien of the indenture since the 
commencement of the then current calendar 
year, and as to which a certificate or opinion 
of an independent engineer, appraiser, or 
other expert has not previously been fur- 
nished. 
If the indenture to be qualified so provides, any 
such certificate or opinion may be made by an 
officer or employee of the obligor upon the inden- 
ture securities who is specified in the indenture, 
except in cases in which this subsection requires 
that such certificate or opinion be made by an in- 
dependent person. In such cases, such certificate 
or opinion shall be made by an independent engi- 
neer, appraiser, or other expert selected or ap- 
proved by the indenture trustee in the exercise of 
reasonable care. 


Recitals as to Basis of Certificate or Opinion 


(e) Each certificate or opinion with respect to 
compliance with a condition or covenant provided 
for in the indenture shall include (1) a statement 
that the person making such certificate or opinion 
has read such covenant or condition; (2) a brief 
statement as to the nature and scope of the exami- 
nation or investigation upon which the statements 
or opinions contained in such certificate or opinion 
are based; (3) a statement that, in the opinion of 
such person, he has made such examination or in- 
vestigation as is necessary to enable him to express 
an informed opinion as to whether or not such 
covenant or condition has been complied with ; and 
(4) a statement as to whether or not, in the opinion 
of such person, such condition or covenant has 
been complied with. 


Parties May Provide for Additional Evidence 


(f) Nothing in this section shall be construed 
either as requiring the inclusion in the indenture to 
be qualified of provisions that the obligor upon the 
indenture securities shall furnish to the indenture 
trustee any other evidence of compliance with the 
conditions and covenants provided for in the in- 
denture than the evidence specified in this section, 
or as preventing the inclusion of such provisions 
in such indenture, if the parties so agree. 





Duties and Responsibility of the Trustee 


Duties Prior te Default 


Sec. 315. (a) The indenture to be qualified 
may provide that, prior to default (as such term is 
defined in such indenture) — 

(1) the indenture trustee shall not be liable 
except for the performance of such duties as 
are specifically set out in such indenture; and 

(2) the indenture trustee may conclusively 
rely, as to the truth of the statements and the 
correctness of the opinions expressed therein, 
in the absence of bad faith on the part of such 
trustee, upon certificates or opinions conform- 
ing to the requirements of the indenture; 

but such indenture shall contain provisions re- 
quiring the indenture trustee to examine the evi- 
dence furnished to it pursuant to section 314 to de- 
termine whether or not such evidence conforms to 
the requirements of the indenture. 


Notice of Defaults 


(b) The indenture to be qualified shall contain 
provisions requiring the indenture trustee to give to 
the indenture security holders, in the manner and 
to the extent provided in subsection (c) of section 
313, notice of all defaults known to the trustee, 
within ninety days after the occurrence thereof: 
Provided, That such indenture may provide that, 
except in the case of default in the payment of the 
principal of or interest on any indenture security, 
or in the payment of any sinking or purchase fund 
installment, the trustee shall be protected in with- 
holding such notice if and so long as the board of 
directors, the executive committee, or a trust com- 
mittee of directors and/or responsible officers, of 
the trustee in good faith determine that the with- 
holding of such notice is in the interests of the in- 
denture security holders. 


Duties of the Trustee in Case of Default 


(c) The indenture to be qualified shall contain 
provisions requiring the indenture trustee to ex- 
ercise in case of default (as such term is defined in 
such indenture) such of the rights and powers 
vested in it by such indenture, and to use the same 
degree of care and skill in their exercise, as a pru- 
dent man would exercise or use under the circum- 
stances in the conduct of his own affairs. 


Responsibility of the Trustee 


(d) The indenture to be qualified shall not con- 
tain any provisions relieving the indenture trustee 
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from liability for its own negligent action, its own 
negligent failure to act, or its own willful mis- 
conduct, except that— 

(1) such indenture may contain the provi- 
sions authorized by paragraphs (1) and (2) 
of subsection (a) of this section; 

(2) such indenture may contain provisions 
protecting the indenture trustee from liability 
for any error of judgment made in good faith 
by a responsible officer or officers of such 
trustee, unless it shall be proved that such 
trustee was negligent in ascertaining the 
pertinent facts; and 

(3) such indenture may contain provisions 
protecting the indenture trustee with respect 
to any action taken or omitted to be taken by 
it in good faith in accordance with the direc- 
tion of the holders of not less than a majority 
in principal amount of the indenture securi- 
ties at the time outstanding (determined as 
provided in subsection (a) of section 316) re- 
lating to the time, method, and place of con- 
ducting any proceeding for any remedy avail- 
able to such trustee, or exercising any trust or 
power conferred upon such trustee, under 
such indenture. 


Undertaking for Costs 


(e) The indenture to be qualified may contain 
provisions to the effect that all parties thereto, 
including the indenture security holders, agree 
that the court may in its discretion require, in any 
suit for the enforcement of any right or remedy 
under such indenture, or in any suit against the 
trustee for any action taken or omitted by it as 
trustee, the filing by any party litigant in such 
suit of an undertaking to pay the costs of such 
suit, and that such court may in its discretion 
assess reasonable costs, including reasonable attor- 
neys’ fees, against any party litigant in such suit, 
having due regard to the merits and good faith of 
the claims or defenses made by such party litigant : 
Provided, That the provisions of this subsection 
shall not apply to any suit instituted by such 
trustee, to any suit instituted by any indenture 
security holder, or group of indenture security 
holders, holding in the aggregate more than 10 
per centum in principal amount of the indenture 
securities outstanding, or to any suit instituted by 
any indenture security holder for the enforcement 
of the payment of the principal of or interest on 
any indenture security, on or after the respective 
due dates expressed in such indenture security. 


Directions and Waivers by Bondholders; Pro. 
hibition of Impairment of Holder’s Right to 
Payment 


Sec. 316. (a) The indenture to be qualified may 
contain provisions— . 
(1) authorizing the holders of not less than 
a majority in principal amount of the inden. 
ture securities at the time outstanding (A) 
to direct the time, method, and place of con- 
ducting any proceeding for any remedy avail- 
able to such trustee, or exercising any trust 
or power conferred upon such trustee, under 
such indenture, or (B) on behalf of the hold- 
ers of all such indenture securities, to consent 
to the waiver of any past default and its con- 
sequences; or 
(2) authorizing the holders of not less than 
75 per centum in principal amount of the 
indenture securities at the time outstanding 
to consent on behalf of the holders of all such 
indenture securities to the postponement of 
any interest payment for a period not exceed- 
ing three years from its due date. 
For the purposes of this subsection and para- 
graph (3) of subsection (d) of section 315, in 
determining whether the holders of the required 
principal amount of indenture securities have 
concurred in any such direction or consent, inden- 
ture securities owned by any obligor upon the 
indenture securities, or by any person directly or 
indirectly controlling or controlled by or under 
direct or indirect common control with any such 
obligor, shall be disregarded, except that for the 
purposes of determining! whether the indenture 
trustee shall be protected in relying on any such 
direction or consent, only indenture securities 
which such trustee knows are so owned shall be so 
disregarded. 

(b) The indenture to be qualified shall provide 
that, notwithstanding any other provision thereof, 
the right of any holder of any indenture security 
to receive payment of the principal of and interest 
on such indenture security, on or after the re- 
spective due dates expressed in such indenture 
security, or to institute suit for the enforcement 
of any such payment on or after such respective 
dates, shall not be impaired or affected without the 
consent of such holder, except as to a postponement 
of an interest payment consented to as provided 
in paragraph (2) of subsection (a), and except 
that such indenture may contain provisions limit- 
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ing or denying the right of any such holder to 
institute any such suit, if and to the extent that the 
institution or prosecution thereof or the entry of 
judgment therein would, under applicable law, 
result in the surrender, impairment, waiver, or loss 
of the lien of such indenture upon any property 
subject to such lien. 


Special Powers of Trustee; Duties of 
Paying Agents 


Sec. 317. (a) The indenture to be qualified 
shall contain provisions— 

(1) authorizing the indenture trustee, in 
the case of a default in payment of the princi- 
pal of any indenture security, when and as the 
same shall become due and payable, or in the 
case of a default in payment of the interest 
on any such security, when and as the same 
shall become due and payable and the con- 
tinuance of such default for such period as 
may be prescribed in such indenture, to re- 
cover judgment, in its own name and as trustee 
of an express trust, against the obligor upon 
the indenture securities for the whole amount 
of such principal and interest remaining un- 
paid; and 

(2) authorizing such trustee to file such 
proofs of claim and other papers or documents 
as may be necessary or advisable in order to 
have the claims of such trustee and of the in- 
denture security holders allowed in any ju- 
dicial proceedings relative to the obligor upon 
the indenture securities, its creditors, or its 
property. 

(b) The indenture to be qualified shall provide 
that each paying agent shall hold in trust for the 
benefit of the indenture security holders or the in- 
denture trustee all sums held by such paying agent 
for the payment of the principal of or interest on 
the indenture securities, and shall give to such 
trustee notice of any default by any obligor upon 
the indenture securities in the making of any such 
payment. 


Effect of Prescribed Indenture Provisions 


Sec. 318. (a) The indenture to be qualified 
shall provide that if any provision thereof limits, 
qualifies, or conflicts with another provision which 
is required to be included in such indenture by any 
of sections 310 to 317, inclusive, such required pro- 
vision shall control. 


42560 O—59 26 









(b) The indenture to be qualified may contain, 
in addition to provisions specifically authorized 
under this title to be included therein, any other 
provisions the inclusion of which is not in contra- 
vention of any provision of this title. 


Rules, Regulations, and Orders 


Sec. 319. (a) The Commission shall have au- 
thority from time to time to make, issue, amend, 
and rescind such rules and regulations and such 
orders as it may deem necessary or appropriate in 
the public interest or for the protection of in- 
vestors to carry out the provisions of this title, in- 
cluding rules and regulations defining accounting, 
technical, and trade terms used in this title. 
Among other things, the Commission shall have 
authority, (1) by rules and regulations, to pre- 
scribe for the purposes of section 310 (b) the 
method (to be fixed in indentures to be qualified 
under this title) of calculating percentages of vot- 
ing securities and other securities; (2) by rules 
and regulations, to prescribe the definitions of the 
terms “cash transaction” and “self-liquidating 
paper” which shall be included in indentures to be 
qualified under this title, which definitions shall 
include such of the creditor relationships referred 
to in paragraphs (4) and (6) of subsection (b) of 
section 311 as to which the Commission determines 
that the application of subsection (a) of such sec- 
tion is not necessary in the public interest or for 
the protection of investors, having due regard for 
the purposes of such subsection; and (3) for the 
purposes of this title, to prescribe the form or 
forms in which information required in any state- 
ment, application, report, or other document filed 
with the Commission shall be set forth. For the 
purpose of its rules or regulations the Commission 
may classify persons, securities, indentures, and 
other matters within its jurisdiction and prescribe 
different requirements for different classes of per- 
sons, securities, indentures, or matters. 

(b) Subject to the provisions of the Federal 
Register Act and regulations prescribed under the 
authority thereof, the rules and regulations of the 
Commission under this title shall be effective upon 
publication in the manner which the Commission 
shall prescribe, or upon such later date as may be 
provided in such rules and regulations. 

(c) No provision of this title imposing any lia- 
bility shall apply to any act done or omitted in 
good faith in conformity with any rule, regulation, 
or order of the Commission, notwithstanding that 
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such rule, regulation, or order may, after such act 
or omission, be amended or rescinded or be de- 
termined by judicial or other authority to be 
invalid for any reason. 


Hearings by Commission 


Sec. 320. Hearings may be public and may be 
held before the Commission, any member or mem- 
bers thereof, or any officer or officers of the Com- 
mission designated by it, and appropriate records 
thereof shall be kept. 


Special Powers of the Commission 


Sec. 321. (a) For the purpose of any investiga- 
tion or any other proceeding which, in the opinion 
of the Commission, is necessary and proper for the 
enforcement of this title, any member of the Com- 
mission, or any officer thereof designated by it, is 
empowered to administer oaths and affirmations, 
subpena witnesses, compel their attendance, take 
evidence, and require the production of any books, 
papers, correspondence, memoranda, contracts, 
agreements, or other records which the Commis- 
sion deems relevant or material to the inquiry. 
Such attendance of witnesses and the production 
of any such books, papers, correspondence, memo- 
randa, contracts, agreements, or other records may 
be required from any place in the United States 
or in any Territory at any designated place of 
investigation or hearing. In addition, the Com- 
mission shall have the powers with respect to in- 
vestigations and hearings, and with respect to the 
enforcement of, and offenses and violations under, 
this title and rules and regulations and orders 
prescribed under the authority thereof, provided 
in sections 20, 22 (b), and 22 (c) of the Securities 
Act of 1933. 

(b) The Treasury Department, the Comptroller 
of the Currency, the Board of Governors of the 
Federal Reserve System, the Federal Reserve 
Banks, and the Federal Deposit Insurance Cor- 
poration are hereby authorized, under such condi- 
tions as they may prescribe, to make available to 
the Commission such reports, records, or other 
information as they may have available with re- 
spect to trustees or prospective trustees under in- 
dentures qualified or to be qualified under this 
title, and to make through their examiners or other 
employees for the use of the Commission, exam- 
inations of such trustees or prospective trustees. 
Every such trustee or prospective trustee shall, 
as a condition precedent to qualification of such 


indenture, consent that reports of examinations 
by Federal, State, Territorial, or District author- 
ities may be furnished by such authorities to the 
Commission upon request therefor. 

Notwithstanding any provision of this title, no 
report, record, or other information made avail- 
able to the Commission under this subsection, no 
report of an examination made under this subsec- 
tion for the use of the Commission, no report of an 
examination made of any trustee or prospective 
trustee by any Federal, State, Territorial, or Dis- 
trict authority having jurisdiction to examine or 
supervise such trustee, no report made by any such 
trustee or prospective trustee to any such author- 
ity, and no correspondence between any such au- 
thority and any such trustee or prospective trustee, 
shall be divulged or made known or available by 
the Commission or any member, officer, agent, or 
employee thereof, to any person other than a mem- 
ber, officer, agent, or employee of the Commission: 
Provided, That the Commission may make avail- 
able to the Attorney General of the United States, 
in confidence, any information obtained from such 
records, reports of examination, other reports, or 
correspondence, and deemed necessary by the Com- 
mission, or requested by him, for the purpose of 
enabling him to perform his duties under this title. 

(c) Any investigation of a prospective trustee, 
or any proceeding or requirement for the purpose 
of obtaining information regarding a prospective 
trustee, under any provision of this title, shall be 
limited— 

(1) to determining whether such prospec- 
tive trustee is qualified to act as trustee under 
the provisions of subsection (b) of section 
310; 

(2) to requiring the inclusion in the regis- 
tration statement or application of informa- 
tion with respect to the eligibility of such 
prospective trustee under paragraph (1) of 
subsection (a) of such section 310; and 

(8) to requiring the inclusion in the regis- 
tration statement or application of the most 
recent published report of condition of such 
prospective trustee, as described in paragraph 
(2) of such subsection (a), or, if the indenture 
does not contain the provision with respect 
to combined capital and surplus authorized by 
the last sentence of paragraph (2) of subsec- 
tion (a) of such section 310, to determining 
whether such prospective trustee is eligible to 
act as such under such paragraph (2). 
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(d) The provisions of section 4 (b) of the 
Securities Exchange Act of 1934 shall be appli- 
cable with respect to the power of the Commission 
to appoint and fix the compensation of such officers, 
attorneys, examiners, and other experts, and such 
other officers and employees, as may be necessary 
for carrying out its functions under this title. 


Court Review of Orders; Jurisdiction of 
Offenses and Suits 


Sec. 322. (a) Orders of the Commission under 
this title (including orders pursuant to the pro- 
visions of sections 305 (b) and 307 (c)) shall be 
subject to review in the same manner, upon the 
same conditions, and to the same extent, as pro- 
vided in section 9 of the Securities Act of 1933, 
with respect to orders of the Commission under 
such Act. 

(b) Jurisdiction of offenses and violations 
under, and jurisdiction and venue of suits and 
actions brought to enforce any liability created by, 
this title, or any rules or regulations or orders 
prescribed under the authority thereof, shall be as 


provided in section 22 (a) of the Securities Act 


of 1933. 


Liability for Misleading Statements 


Src. 323. (a) Any person who shall make or 
cause to be made any statement in any application, 
report, or document filed with the Commission 
pursuant to any provisions of this title, or any 
rule, regulation, or order thereunder, which state- 
ment was at the time and in the light of the cir- 
cumstances under which it was made false or mis- 
leading with respect to any material fact, or who 
shall omit to state any material fact required to be 
stated therein or necessary to make the statements 
therein not misleading, shall be liable to any per- 
son (not knowing that such statement was false or 
misleading or of such omission) who, in reliance 
upon such statement or omission, shall have pur- 
chased or sold a security issued under the indenture 
to which such application, report, or document re- 
lates, for damages caused by such reliance, unless 
the person sued shall prove that he acted in good 
faith and had no knowledge that such statement 
was false or misleading or of such omission. A 
person seeking to enforce such liability may sue at 
law or in equity in any court of competent jurisdic- 
tion. In any such suit the court may, in its dis- 
cretion, require an undertaking for the payment of 






the costs of such suit and assess reasonable costs, 
including reasonable attorneys’ fees, against either 
party litigant, having due regard to the merits and 
good faith of the suit or defense. No action shall 
be maintained to enforce any liability created un- 
der this section unless brought within one year 
after the discovery of the facts constituting the 
cause of action and within three years after such 
cause of action accrued. 

(b) The rights and remedies provided by this 
title shall be in addition to any and all other rights 
and remedies that may exist under the Securities 
Act of 1933, or the Securities Exchange Act of 
1934, or the Public Utility Holding Company Act 
of 1935, or otherwise at law or in equity; but no 
person permitted to maintain a suit for damages 
under the provisions of this title shall recover, 
through satisfaction of judgment in one or more 
actions, a total amount in excess of his actual dam- 
ages on account of the act complained of. 


Unlawful Representations 


Sec. 324. It shall be unlawful for any person 
in offering, selling, or issuing*® any security to 
represent or imply in any manner whatsoever that 
any action or failure to act by the Commission in 
the administration of this title means that the 
Commission has in any way passed upon the merits 
of, or given approval to, any trustee, indenture or 
security, or any transaction or transactions therein, 
or that any such action or failure to act with re- 
gard to any statement or report filed with or ex- 
amined by the Commission pursuant to this title 
or any rule, regulation, or order thereunder, has 
the effect of a finding by the Commission that such 
statement or report is true and accurate on its 
face or that it is not false or misleading. 


Penalties 


Sec. 325. Any person who willfully violates any 
provision of this title or any rule, regulation, or 
order thereunder, or any person who willfully, in 
any application, report, or document filed or re- 
quired to be filed under the provisions of this 
title or any rule, regulation, or order thereunder, 
makes any untrue statement of a material fact or 
omits to state any material fact required to be 
stated therein or necessary to make the statements 


* The words “offering, selling, or issuing’ were substituted for 
‘issuing or selling.” 
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therein not misleading, shall upon conviction be 
fined not more than $5,000 or imprisoned not more 
than five years, or both. 


Effect on Existing Law 


Sec. 326. Except as otherwise expressly pro- 
vided, nothing in this title shall affect (1) the 
jurisdiction of the Commission under the Securi- 
ties Act of 1933, or the Securities Exchange Act 
of 1934, or the Public Utility Holding Company 
Act of 1935, over any person, security, or contract, 
or (2) the rights, obligations, duties, or liabilities 
of any person under such Acts; nor shall anything 
in this title affect the jurisdiction of any other 
commission, board, agency, or officer of the United 
States or of any State or political subdivision of 
any State, over any person or security, insofar as 


such jurisdiction does not conflict with any pro- 


vision of this title or any rule, regulation, or order 
thereunder. 


Contrary Stipulations Void 


Sec. 327. Any condition, stipulation, or pro- 
vision binding any person to waive compliance 
with any provision of this title or with any rule, 
regulation, or order thereunder shall be void. 


Separability of Provisions 


Sec. 328. If any provision of this title or the 
application of such provision to any person or cir- 
cumstance shall be held invalid, the remainder of 
the title and the application of such provision to 
persons or circumstances other than those as to 
which it is held invalid shall not be affected 
thereby. 


Approved, August 3, 1939. 
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SECURITIES AND ExCHANGE COMMISSION—EXPLANATION OF AMENDMENTS TO THE 
Trust INDENTURE ACT OF 1939 


GENERAL OBJECTIVES OF STATUTE 


In general the Trust Indenture Act of 1939 requires that bonds, notes, deben- 
tures, and similar securities publicly offered for sale, except as specifically 
exempted by the act, be issued under an indenture which meets the require- 
ments of the act and has been duly qualified with the Commission. The act 
requires the indenture to be qualified, to designate standards of eligibility and 
qualification of the corporate trustee, to outlaw exculpatory provisions with 
respect to the liability of the indenture trustee, and to provide provisions by 
which the securities issued thereunder may be protected and enforced. 


WHAT THE BILL WOULD DO 


The amendments embodied in the bill are recommended by the Securities and 
Exchange Commission, which is of the opinion that such changes will materially 
assist in the enforcement of the statute without altering its basic provisions 
and purposes. In brief, the proposed amendments would (1) conform the pro- 
visions relating to the size of offerings which are exempted from registration to 
amendments proposed in the Securities Act of 1933, (2) would extend the time 
within which certain applications for exemption from the act might be filed, 
and (3) would provide an administrative remedy during the entire period fol- 
lowing the filing of the application for qualification and before its effective date. 
The specific amendments by which such changes would be effected are explained 
more fully below. 

EXPLANATION BY SECTIONS 


Section 1. Increase of eremption from $250,000 to $500,000 


Present law.—Section 304(a) (8) presently exempts any security to be issued 
otherwise than under an indenture in an aggregate principal amount not to 
exceed $250,000 within a period of 12 consecutive months. 

Problem.—Since it is proposed to increase the exemption in section 3(b) of 
the Securities Act of 1933 from $300,000 to $500,000, the Commission believes 
that a similar increase should be made in the subject exemption. 

Remedy in the bill—To accomplish the foregoing result it is proposed to 
amend section 304(a)(8) to strike out the $250,000 figure and insert in lieu 
thereof $500,000. 


Section 2. Extension of time within which to file applications for eremption 


Present law.—Section 304(c) of the Trust Indenture Act of 1939 presently 
permits the filing of an application for exemption from provisions of the act 
where the change in an indenture would require the consent of holders of secu- 
rities outstanding under the indenture or would impose an undue burden on the 
issuer having due regard to the public interest and the protection of investors. 
However, this application may be filed only if there are outstanding at the time 
of filing securities which were outstanding prior to or within 6 months after 
August 3, 1989. 

Problem.—In anticipation of the fact that the opportunity to file application 
for exemption would some day expire, most companies have inserted such pro- 
visions of the act in their indenture to become effective when such old indenture 
securities are no longer outstanding. However, in some cases there was a delay 
in inserting such provisions, so that there may be a period of time when such a 
company would be unable to do mortgage financing because of its inability to 
comply with certain provisions of the act under the standards of this provision. 

Remedy in the bill—tIn order to afford such companies an opportunity to 
bring their indentures fully into compliance with the act without undue hard- 
ship, the Commission proposes to amend such provision so as to extend the time 
of filing applications for exemption thereunder if securities were outstanding 
when the application is filed which were outstanding on January 1, 1959. 





Section 3. Administrative remedies 

Present law.—Section 305(b) of the Trust Indenture Act of 1939 presently au- 
thorizes the Commission to enter an order in accordance with section 8(b) of 
the Securities Act of 1933 if it finds after notice and opportunity for hearing 
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that the security is not to be issued under an indenture, that the indenture does 
not conform to the requirements of sections 310 to 318 of the act, or any person 
designated as trustee under the indenture is not eligible or qualified under sec- 
tion 310 of the act. 

Problem.—Section 8(b) of the Securities Act of 1933 requires that the admin- 
istrative proceeding be instituted not later than 10 days after the filing of the 
registration statement and the opportunity for hearing must be afforded within 
10 days after such notice. 

Administrative experience has shown that section 8(b) does not permit suffi- 
cient time within which to examine the material filed and to institute the pro- 
ceeding. Accordingly, the Commission is left without an effective administra- 
tive remedy unless the applicant for some reason files an amendment which 
would constitute a new filing date. 

Remedy in the bill—The Commission recommends that section 305(b) be 
amended to eliminate the reference to section 8(b) of the Securities Act of 1933 
and to authorize the institution of such administrative proceedings at any time 
prior to the effective date of the registration statement, which hearing shall be 
held within 15 days after such notice. 


MEMORANDUM OF THE DIVISION OF CORPORATION FINANCE OF THE SECURITIES AND 
EXCHANGE COMMISSION ON AMENDMENT PROPOSED IN SECTION 3 OF S. 1180 


The statement of comments of the American Bar Association with respect to 
the proposed amendment to section 305(b) of the Trust Indenture Act of 1939, 
contained in section 3 of S. 1180, is somewhat puzzling. The statement indicates 
in its conclusion that a registrant proposing to issue debt securities under a 
qualified indenture would thereby be placed under a greater handicap in making 
a timely offering of such securities than the issuer of securities registered only 
under the Securities Act of 1933. This conclusion is not justified. 

Section 305(b) of the act as presently in effect permits the Commission to test 
the conformance of the indenture with the requirements of the act and the eligi- 
bility and qualification of the trustee under the standards of the act in a pro- 
ceeding equivalent to section 8(b) of the Securities Act of 1938. Because of the 
time limits imposed within which an action must be commenced under section 
8(b), and in view of the opinion of the Supreme Court in Jones v. SEC, 298 U.S. 
1 (1936) which recognizes the right of the Commission to institute a proceeding 
before the effective date of a registration statement under section 8(d) of the 
Securities Act, section 8(b) has not been utilized for many years as an adminis- 
trative remedy under the Securities Act, the Commission relying upon its juris- 
diction under section 8(d) to institute stop-order proceedings. 

The Trust Indenture Act does not now contain provisions comparable to sec- 
tion 8(d) of the Securities Act to test the adequacy of the indenture or the 
eligibility and qualification of the trustee. This therefore leaves the Trust 
Indenture Act without an effective administrative remedy after the first 10 
days have expired from the date of filing with respect to the major areas in 
which the Commission must function under that act. In effect, once this first 
10 days has elapsed (or 10 days after any amendment which may be filed) the 
Commission may in effect do no more than suggest certain changes with respect 
to the indenture or the qualification of the trustee. The proposed amendment 
would authorize the Commission to institute the administrative proceeding any 
time before the effective date of the application for qualification of the indenture. 
It should be noted that a clarifying modification was suggested by the Commis- 
sion at the hearing on June 18, 1959. 

The amendment in the form now proposed by the Commission conforms the 
proposal generally to section 8(d) of the Securities Act with the exception that 
under the Securities Act a stop-order proceeding may be instituted both before 
or after the effective date of the registration statement. In this way the treat- 
ment under the Trust Indenture Act will be substantially equivalent to that 
provided under the Securities Act. 

The changes embodied in the amendment are completely reasonable and neces- 
sary if the Commission is to have an effectual administrative remedy in this area. 
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STAFF MEMORANDUM ON AMENDMENTS TO S. 1180, THE TRUST INDENTURE ACT 
OF 1939 


The Trust Indenture Act of 1939 requires that bonds, notes, debentures, and 
other debt securities which are publicly offered for sale must be issued under 
trust indentures which meet certain requirements specified in the act. The re- 
quirements include selection of an institutional trustee and disqualification of a 
trustee for certain conflicts of interests. The indenture is required to contain 
provisions designed to protect security holders and to impose on the trustee a 
duty to represent the security holders affirmatively. The act includes a civil 
liability for false or misleading statements or misleading omissions and provides 
a criminal penalty for willful violation of the act or rules and orders under it 
or for willfully making untrue statements or misleading omissions of material 
facts. 

If the security is registered under the Securities Act of 1933, the requirements 
of the Trust Indenture Act become part of the requirements for registration. If 
the securities do not have to be registered under the 1933 act, the indenture 
must be separately qualified under the 1939 act. 

The 1939 act contains a number of exemptions, including the two described 
below, which are expressed in terms of dollars. 


Section 1. Increase in exemption 


The Trust Indenture Act of 1939 (par. 304(a)(8)) completely exempts from 
its requirements securities of any issuer not covered by an indenture, up to a 
total of $250,000 within any period of 12 consecutive months. 

It also completely exempts (par. 304(a)(9)) securities issued under an in- 
denture which limits the principal outstanding thereunder to $1 million or less, 
but not more than a total of $1 million of securities can be issued under this 
exemption during any 36 consecutive months. The paragraph does not impose 
any requirements on these indentures. 

S. 1180 would increase the annual exemption under the first exemption 
(304(a)(8)) for debt securities not covered by an indenture from $250,000 to 
$500,000. 

No increase is proposed in the exemption under the second exemption 
(304(a)(9)) for securities issued under indentures limited to $1 million, and 
further limited to $1 million over 36 consecutive months. 

Securities which exceed the $250,000 figure for a year are ordinarily issued 
under exempted indentures under the second exemption (304(a)(9)). The 
effect of the proposed amendment would be to eliminate the need of any trust 
indentures for issues between $250,000 and $500,000 in any year (though these 
indentures need not be qualified and no requirements are imposed for them), 
and to make the exemption of $1 million over 36 consecutive months go further 
by not having to include these issues between $250,000 and $500,000. 

At the present time, a corporation may issue $1,750,000 of debt securities over 
a 3-year period without observing the requirements of the Trust Indenture Act: 
$1 million under section 304(a) (9), and $250,000 a year for each of 3 years un- 
der section 304(a) (8). Under the proposed amendment, the corporation could 
in 3 years issue $2,500,000 free from the requirements of the act: $1 million 
under section 304(a)(9), and $500,000 a year for each of 3 years under the 
amended section 304(a) (8). 

The proposed increase is based on the analogy of the proposed increase in the 
discretionary authority in section 3(b) of the Securities Act of 1933. The 1933 act 
originally authorized SEC to grant, in its discretion, an exemption lim- 
ited to $100,000: in 1945 the figure was raised to $300,000; in 1955 and 1957, the 
Senate passed measures which would have increased this $300,000 figure to 
$500,000, but in neither case did the measure become law. S. 1178 would in- 
crease this figure to $500,000. This exemption is an annual one, for an issuer 
and its affiliates. Accordingly, over a 3-year period, the issuer could put out 
$900,000 of securities under the present small issue exemption: $1,500,000 of 
securities could be issued under the small issue exemption if increased to 
$500,000. 

The exemption in paragraph 304(a) (8) of the 1939 act is a complete exemp- 
tion. -The exemption under section 3(b) of the 1933 act is a discretionary, per- 
missive provision, under which SEC has issued regulation A. There is a con- 
siderable degree of control over the issuance of securities under regulation A. 
And it is relevant to note that S. 1178 contains proposals to tighten further the 
controls over these exempted securities, in sections 5 and 10, along with the pro- 
posal to increase the amount which SEC may exempt. 
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Section 2. Extension of waiver 


Section 304(c) provides for the granting of an exemption from any one or 
more of the provisions of the act for securities issued under an indenture, if at 
the time the application is filed, securities are outstanding under the indenture 
which were outstanding within 6 months of the enactment of the act, ie, by 
February 4, 1940. The exemption must be granted if the Commission finds that 
requiring compliance with the provisions involved (1) would require consent of 
the holders of outstanding securities, or (2) would impose an undue burden on 
the issuer, having due regard to the public interest and the interests of investors, 

S. 1180 would amend this to provide that this exemption would apply if, at the 
time of the application, there are outstanding any securities issued under the 
indenture in question which were outstanding either on February 4, 1940, or on 
January 1, 1959. (Continued reference to securities issued within 6 months of 
the enactment of the 1939 act seems unnecessary and confusing. ) 

SEC states that most companies have already inserted in their indentures all 
the provisions required by the act. However, in one case (and there may be a 
few other cases) securities were issued after February 4, 1940 (the last such 
series was issued in 1949, with a maturity date of 1983) under an indenture 
which did not completely satisfy the act. Waivers for these post-1940 securities 
were granted with respect to certain provisions of the act, under section 304(c), 
on the basis of the pre-1939 securities then outstanding. The last remaining 
bonds of the pre-1939 issues will mature in 1966 (they would have been retired 
by now except for this provision). The several series issued under the indenture 
since 1949 have provided that they will be subject to all the provisions of the 
act, when the 1949 and earlier series have been retired. When the pre-1939 
securities mature, in 1966 or earlier, the SEC will have no further authority to 
permit the issuance of debt securities under this indenture until the retirement 
of all the 1949 and earlier series, however desirable it might be. 


Section 3. Postponement of effective date 


The third amendment which would be made by 8S. 1180 relates to the pro- 
cedures available to SEC in case the registration statement (in the case of se 
curities subject to the Securities Act of 1933) or the application to qualify (in 
case of other securities) does not appear to satisfy the requirements of the 
Trust Indenture Act. » 

Under the present law (sec. 305(b) and sec. 307(c)), if SEC finds that 
the registration statement or the application to qualify shows that (1) the 
security is not issued under an indenture, or (2) the indenture does not comply 
with the act, or. (3) the trustee is not qualified or has a conflicting interest, it 
may, prior to the effective date of registration or qualification, issue an order 
refusing to permit the registration to become effective. This may only be done, 
however, under the. procedure set forth in section 8(b) of the Securities Act, 
i.e., notice must be given within 10 days of the filing of the statement or appli- 
cation, and an opportunity must be given for a hearing within 10 days. 

This is the same procedure specified in the Securities Act for cases where 
SEC finds the registration statement “is on its face incomplete or inaccurate in 
any material respect.”” It differs from.the ‘stop order’ procedure under section 
8(d) of the Securities Act under which the SEC ean suspend the effectiveness of 
a registration statement at any time if SEC finds the statement “includes any 
untrue statement of a material fact or omits to state any material fact reauired 
to be stated therein or neeessary to make the statements therein not misleading.” 

S. 1180 would amend section 305(b) of the Trust Indenture Act, to provide 
that SEC may give notice at any time up to the effective date of a registration 
statement or an application for qualification, This notice would have the effect 
of suspending. the effectiveness of the statement, and must provide an oppor- 
tunity for a hearing within 15 days after the notice. SEC may thereupon 
issue an order refusing to permit the registration statement to become effective 
until the objections have been met, if the securities are not under. an indenture 
or if the indenture does not conform to the Trust Indenture Act or if the 
trustee is not eligible or has a conflicting interest. 

In the 85th Congress, SEC recommended a provision which expressly au- 
thorized it to suspend the effectiveness of a registration statement or applica- 
tion for qualification under these circumstances. This express provision is not 
included in, S. 1180, but the effect is the same. And in the hearings before the 
House Interstate and Foreign Commerce Committee, SEC recommended that 
a provision expressly authorizing suspension be added to, the bill. 
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The American Bar Association at its 1959 midyear meeting adopted a resolu- 
tion opposing the bills introduced in the 85th Congress which would have 
granted SEC authority, without prior hearing, to postpone the effective date of 
registrations filed under the Securities Act and the Trust Indenture Act, because 
this drastic authority might be used as a club to force an issuer to accept un- 
justified demands by SEC. The report of the Section of Administrative Law 
of the ABA on this resolution points out that although the proposal to grant 
express authorization to postpone the effectiveness of the registration statement 
was eliminated from the bill, “the practical effect of issuance of the notice of 
hearing would be to hold up effectiveness pending the refusal order proceeding.” 
Accordingly, the unfavorable resolution of the American Bar Association would 
apply to the proposal made in S. 1180, even without the proviso suggested in 
the House hearings. 





[S. 1181, 86th Cong., 1st sess.] 


A BILL To amend certain provisions of the Investment Company Act of 1940, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (1) of subsection (a) of 
section 2 of the Investment Company Act of 1940, as amended, is amended to 
read as follows: 

“(1) ‘Advisory board’ means a board, committee, or group, whether elected 
or appointed, which is distinct from the board of directors or board of trustees 
of an investment company, whether or not the functions of such board are 
such as to render its members ‘directors’ within the definition of that term. 
which board has advisory functions as to investments but has no power to 
determine that any security or other investment shall be purchased or sold 
by such company, but shall not include a board, committee, or group composed 
solely of directors, officers, and employees of such company and investment 
advisers and officers, directors, partners, or employees of any investment adviser 
of such company, or any of them.” 

Sec. 2. Paragraph (11) of subsection (a) of section 2 of the Investment Com- 
pany Act of 1940, as amended, is amended by adding the following new 
paragraph : 

“(11A) ‘Depositor’ means any person who has promoted or is promoting an 
investment company not having a board of directors, or his successor, or who 
has administrative functions relating to such company, including the power to 
eliminate or substitute portfolio securities under the instrument of organiza- 
tion of such company but does not include a person whose functions as a depositor 
have been assumed by a successor, or a trustee or custodian of such company 
designated in accordance with the provisions of section 26 of this title.” 

Sec. 3. Paragraph (35) of subsection (a) of section 2 of the Investment 
Company Act of 1940, as amended, is amended by adding the following new 
paragraph: 

“(35A) ‘Share of stock’ means any security similar in nature to an equity 
security.” 

Sec. 4. Paragraph (37) of subsection (a) of section 2 of the Investment 
Company Act of 1940, as amended, is amended by striking out “Alaska,” and 
“the Philippine Islands,”’. 

Sec. 5. Paragraph (7) of subsection (c) of section 3 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(7) Any company substantially all of whose business, directly or through 
majority-owned subsidiaries, consts of one or more of the businesses described in 
paragraphs (3), (5), and (6), or one or more of such businesses (from which 
not less than 25 per centum of such company’s gross income during its last 
fiscal year was derived) together with an additional business or businesses other 
than investing, reinvesting, owning, holding, or trading in securities: Provided, 
That, if such company or any majority-owned subsidiary is engaged in one or 
more of the businesses described in paragraph (6), such company or subsidiary 
is not engaged in the business of issuing face-amount certificates of the install- 
ment type or periodic payment plan certificates.” 

Sec. 6. Paragraph (8) of subsection (c) of section 3 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(8) Any company 90 per centum or more of the value of whose investment 
securities are represented by securities of a single issuer included within a class 
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of persons enumerated in paragraph (3), (5), (6), or (7), which issuer is 
controlled by such company within the meaning of section 2(a) (9).” 

Sec. 7. Subsection (c)(9) of section 3 of the Investment Company Act of 
1940, as amended, is amended to read as follows: 

“(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act: Provided, That this exception shall not apply to a company 
which the Commission finds and by order declares to be primarily engaged, 
directly or indirectly, in the business of investing, reinvesting, owning, holding, 
or trading in securities; or (B) whose entire outstanding stock is owned or 
controlled by a company excepted under clause (A) hereof: Provided, That the 
assets of the controlled company consist substantially of securities issued by com- 
panies which are subject to regulations under the Interstate Commerce Act.” 

Sec. 8. Paragraph (10) of subsection (c) of section 3 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows : 

(10) Any company with a registration in effect as a holding company under 
the Public Utility Holding Company Act of 1935: Provided, That such registered 
company has not been exempted pursuant to section 3 of that Act.” 

Sec. 9. Paragraph (13) of subsection (c) of section 3 of the Investment 
Company Act of 1940, as amended, is amended by striking out “conditions of 
section 165 of the Internal Revenue Code, as amended” and inserting in lieu 
thereof “requirements of section 401 of the Internal Revenue Code of 1954, as 
amended”. 

Sec. 10. Paragraph (1) of subsection (b) of section 5 of the Investment 
Company Act of 1940, as amended, is amended to read as follows: 

“(1) ‘Diversified company’ means a management company which meets the 
following requirements: At least 75 per centum of the value of its total assets is 
represented by cash and cash items (including receivables), Government securi- 
ties, securities of other diversified investment companies, and other securities 
for the purposes of this calculation limited in respect to any one issuer to an 
amount not greater in value than 5 per centum of the value of the total assets 
of such management company and to not more than 10 per centum of the 
outstanding voting securities of such issuer.” 

Sec. 11. Paragraph (1) of subsection (a) of section 6 of the Investment 
Company Act of 1940, as amended, is amended by striking out “Alaska,” and 
“the Philippine Islands,”’. 

Sec. 12. Paragraph (2) of subsection (b) of section 8 of the Investment 
Company Act of 1940, as amended, is amended to read as follows: 

“(2) a recital of the investment policy of the registrant, which may, if it 
desires, make appropriate reservations of freedom of action for the protection 
of investors, in respect of (A) the extent to which it intends generally to 
invest in bonds or other obligations, preferred stocks, common stocks, or 
any one or more of any class or type of securities; (B) objectives as to 
income, preservation of capital, or capital appreciation, if registrant repre 
sents that it will place emphasis on any one or more of such objectives: 
(C) the extent of investments to be made in issuers operating in particular 
geographical areas, if registrant represents that its investments will be so 
limited; (ID) investment in companies for the purpose of exercising control 
or Management; and (E) matters, not enumerated above or in paragraph 
(1), which the registrant deems matters of fundamental policy and elects 
to treat as such;”. 

Sec. 13. Subsection (a) of section 10 of the Investment Company Act of 1940, as 

amended, is amended to read as follows: 
: “Sec. 10. (a) After one year from the effective date of this title, no registered 
investment company shall have a board of directors more than 60 per centum 
of the members of which are persons who are investment advisers of, affiliated 
persons or stockholders of an investment adviser of, or officers or employees of, 
such registered company or who are principal underwriters of, or persons con- 
tolling such registered company, investment adviser, or underwriter, or affiliated 
persons of such underwriters or affiliated persons (other than solely as directors 
of controlling or controlled persons of such registered company, investment 
adviser, or underwriter, or shall have a board of directors more than 80 per 
centum of the members of which are the persons mentioned above and regular 
brokers of the company or affiliated persons of such brokers.” 

Sec. 14. Subsection (f) of section 10 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 
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“(f) No registered investment company shall knowingly purchase or otherwise 
acquire, during the existence of any underwriting or selling syndicate, any 
security (except a security of which such company is the issuer) a principal 
underwriter of which is an officer, director, member of an advisory board, 
investment adviser, or employee of such registered company, or is a person 
(other than a company of the character described in section 12(d)(3)(A) and 
(B), Commission for the protection of investors. If a registered company) of 
which any such officer, director, member of an advisory board, investment 
adviser, or employee is an affiliated person, unless in acquiring such security 
such registered company is itself acting as a principal underwriter for the issuer. 
The Commission, by rules and regulations upon its own motion or by order 
upon application, may conditionally or unconditionally exempt any transaction 
or classes of transactions from any of the provisions of this subsection, if and to 
the extent that such exemption is consistent with the protection of investors.” 

Sec. 15. Subsection (h) of section 10 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(h) In the case of a registered management company which is an unincor- 
porated company not having a board of directors, the provisions of this section 
shall apply as follows: 

“(1) the provisions of subsection (a), as modified by subsection (e), 
shall apply to the board of directors of the depositor of such company: 
Provided, That where the depositor acts as investment adviser to such 
company, a person who is an affiliated person of the depositor only by 
reason of being a director thereof shall not thereby be considered to be an 
affiliated person of an investment adviser of such company for the purposes 
of this subsection ; 

“(2) the provisions of subsections (b) and (c), as modified by subsection 
(e), shall apply to the board of directors of the depositor and of every invest- 
ment adviser of such company: Provided, That where the depositor acts as 
a principal underwriter of securities issued by such company, a person who 
is an affiliated person of the depositor only by reason of being a director 
thereof shall not thereby be considered to be an affiliated person of a principal 
underwriter of such company for the purposes of this subsection; and 

“(3) the provisions of subsection (f) shall play to purchases and other 
acquisitions for the account of such company of securities a principal under- 
writer of which is the depositor or an investment adviser of such company, 
or an affiliated person of such depositor or investment adviser.” 

Sec. 16. Paragraph (3) of subsection (a) of section 13 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(3) Deviate from its policy in respect of concentration of investments in any 
particular industry or group of industries as recited in its registration state- 
ment, or deviate from any investment policy or any other fundamental policy 
recited in its registration statement pursuant to section 8(b) (2) ; or”. 

Sec. 17. Subsection (a) of section 17 of the Investment Company Act of 1940, 
as amended, is amended by striking out the clause: “(other than a company of 
the character described in section 12(d) (3) (A) and (B))”. 

Sec. 18. Subsection (c) of section 17 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(ce) Notwithstanding subsection (a)— 

“(1) a person may, in the ordinary course of business, sell to or purchase 
from any company merchandise or may enter into a lessor-lease relationship 
with any person and furnish the services incident thereto; 

(2) a company described in section 12(d)(3) (A) and (B) may pur- 
chase from and sell securities or other property to the registered investment 
company or companies which own its voting securities or may borrow 
money or other property from such registered company or companies.” 

Sec. 19. Subsection (d) of section 17 of the Investment Company Act of 
1940, as amended, is amended to read as follows: 

“(d) It shall be unlawful for any affiliated person of or principal underwriter 
for a registered investment company, or any affiliated person of such a person 
or principal underwriter, acting as principal to effect any transaction in which 
such registered company, or a company controlled by such registered company, 
is a joint or a joint and several participant with such person, principal under- 
writer, or affiliated person, in contravention of such rules and regulations as the 
Commission may prescribe for the purpose of limiting or preventing participa- 
tion by such registered or controlled company on a basis different from or less 
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advantageous than that of such other participant. Nothing contained in this sub- 
section shall be deemed to preclude any affiliated person from acting as manager 
of any underwriting syndicate or other group in which such registered or con- 
trolled company is a participant and receiving compensation therefor ; nor shall it 
preclude a company described in section 12(d)(3) (A) and (B) from effecting 
any transaction because of the joint or joint and several participation of the 
registered investment company or companies which own its voting securities.” 

Sec. 20. Subsection (f) of section 17 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(f) Every registered management company shall place and maintain its 
securities and similar investments in the custody of (1) a bank or banks having 
the qualifications prescribed in paragraph (1) of section 26(a) for the trustees 
of unit investment trusts: or (2) a company which is a member of a national 
securities exchange as defined in the Securities Exchange Act of 1934, subject 
to such rules and regulations as the Commission may from time to time pre- 
scribe for the protection of investors: or (3) such registered company, but only 
in accordance with such rules and regulations or orders as the Commission 
may from time to time prescribe for the protection of investors. Rules, regu- 
lations, and orders of the Commission under this subsection, among other 
things, may make appropriate provision with respect to such matters as the 
earmarking, segregation, and hypothecation of such securities and investments, 
and may provide for or require periodic or other inspections by any or all of 
the following: Independent public accountants, employees and agents of the 
Commission, and such other persons as the Commission may designate. No 
such member which trades in securities for its own account may act as cus- 
todian except in accordance with rules and regulations prescribed by the Com- 
mission for the protection of investors. If a registered company maintains 
its securities and similar investments in the custody of a qualified bank or 
banks, the cash proceeds from the sale of such securities and similar invest- 
ments and other cash assets of the company shall likewise be kept in the custody 
of such a bank or banks: Provided, That such a registered company may main- 
tain an operating account in a qualified bank or banks with the balance of 
such account or the aggregate balances of such accounts at no time in excess 
of the amount of the fidelity bond, pursuant to section 17(g) of:the Act, covering 
the officers or employees authorized to draw on such account or accounts.” 

Sec. 21. Paragraph (2) of subsection (f) of section 18 of the Investment Com- 
pany Act of 1940, as amended, is amended to read as follows: 

“(2) ‘Senior security’ shall not, in the case of a registered open-end company 
include a class or classes or a number of series of preferred or special stock each 
of which is preferred over all other classes or series in respect of assets specifi- 
cally allocated to that class or series: Provided, (A) That such company has 
outstanding no class or series of stock which is not so preferred over all other 
classes or series; or (B) that the only other outstanding class of the issuer's 
stock consists of a common stock upon which no dividend (other than a liqui- 
dating dividend) is permitted to be paid and which in the aggregate represents 
not more than one-half of ft per centum of the issuer’s outstanding voting securi- 
ties; and (C) that such company files a recital of policy in respect of each class 
or series in accordance with the provisions of section 8(b) (1) and (2) of this 
title. Notwithstanding the provisions of section 13(a), a change or deviation 
in policy in respect of any class or series of preferred or special stock shall 
be authorized solely by the vote of the holders of a majority of the stock of each 
such class or series.” 

Sec. 22. Subsection (d) of section 20 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(d) If on the effective date of this title cross-ownership or circular ownership 
exists between a registered investment company and any other company or com- 
panies, it shall be the duty of such registered company, within five years after 
such effective date, to eliminate such cross-ownership or circular ownership. 
If at any time after the effective date of this title cross-ownership or circular 
ownership between a registered investment company and any other company 
or companies comes into existence upon the purchase by a registered investment 
company of the securities of another company or upon the purchase by a com- 
pany controlled by the registered investment company of the securities of such 
registered company or another company, it shall be the duty of such registered 
company, within one year after it first knows of the existence of such cross- 
ownership or circular ownership, to eliminate the same.” 
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Sec. 23. Subsection (b) of section 23 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(b) No registered closed-end company shall sell any common stock of which 
it is the issuer at a price below the current net asset value of such stock, exclu- 
sive of any distributing commission or discount (which net asset value shall be 
determined as of a time within forty-eight hours, excluding Sundays and holi- 
days, next preceding the time of such determination), except (1) in connection 
with an offering to the holders of one or more classes of its capital stock; (2) 
with the consent of the holders of a majority of its common stock; (3) upon 
conversion of a convertible security in accordance with its terms; (4) upon the 
exercise of any warrant outstanding on the date of enactment of this Act or is- 
sued in accordance with the provisions of section 18(d) ; or (5) under such other 
circumstances as the Commission may permit by rules and regulations or orders 
for the protection of investors.” 

Sec. 24. Subsection (b) of section 28 of the Investment Company Act of 1940, 
as amended, is amended to read as follows: 

“(b) (1) It shall be unlawful for any registered face-amount certificate com- 
pany to issue or sell any face-amount certificate, or to collect or accept any pay- 
ment on any such certificate issued by such company on or after the effective date 
of this title, unless such company has, in cash or qualified investments, assets 
having a value not less than the aggregate amount of the capital stock require- 
ment and certificate reserves as computed under the provisions of subsection (a) 
hereof. As used in this subsection, ‘qualified investments’ means investments of 
a kind which life insurance companies are permitted to invest in or hold under 
the provisions of the Code of the District of Columbia as heretofore or here- 
after amended, and such other investments as the Commission shall by rule, 
regulation, or order authorize as qualified investments. Such investments shall 
be valued in accordance with the provisions of said Code where such provisions 
are applicable. Investments to which such provisions do not apply shall be 
valued in accordance with such rules, regulations, or orders as the Commission 
shall prescribe for the protection of investors. 

“(2) The assets which such company is required to have under paragraph 
(1) of this subsection in an amount equal to the certificate reserves required 
under subsection (a) hereof shall not include at any time— 

“(A) preferred stocks, or similar senior securities which are stocks, in 
an amount more than 25 per centum of the certificate reserves: and 
“(B) common stocks, or similar equity securities, in an amount more than 
the aggregate of 
“(i) 10 per centum of the certificate reserves ; plus 
“(ii) an amount equal to 100 per centum of that portion of the 
stockholders’ equity in the company which is represented by assets 
consisting of cash or qualified investments ; plus 
“(iii) an amount equal to 100 per centum of that portion of the 
stockholders’ equity in the company which is represented by assets 
consisting of cash, or qualified investments other than common stocks 
or similar equity securities : 
Provided, however, That where the company has outstanding separate series 
of certificates and the assets applicable to the reserve requirements of one or 
more of such series are maintained separately, then the limitations in (A) and 
(B) (i) above shall be computed separately on the basis of the required certifi- 
cate reserves for the outstanding certificates in each series or group of series 
for which assets are maintained separately; and the permissible amounts com- 
puted pursuant to the limitations stated in (B)(ii) and (B) (iii) above shall 
be allocated in accordance with the company’s discretion but in no event shall 
the aggregate amount of common stocks, or similar equity securities, exceed 
30 per centum of the required assets for each series or group of series for which 
assets are maintained separately. There shall be no limitation as to the type of 
securities in which assets in an amount equal to the minimum capital stock 
requireemnt are invested, other than the requirement of paragraph (1) of 
this subsection as to qualified investments. As used in this subsection ‘stock- 
holders’ equity’ means the amount of the company’s assets less the amount of 
the indebtednes of the company and its certificate and other reserves.” 

Sec. 25. Subsection (a) of section 43 of the Investment Company Act of 1940, 
as amended, is amended by striking out “sections 239 and 240 of the Judicial 
Code, as amended” and inserting in lieu thereof “section 1254 of title 28, United 
States Code”. 
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Sec. 26. Section 44 of the Investment Company Act of 1940, as amended, is 
amended by striking out “sections 128 and 240 of the Judicial Code, as amended, 
and section 7, as amended of the Act entitled ‘An Act to establish a court of 
appeals for the Distriet of Columbia’, approved February 9, 1893” and inserting 
in lieu thereof “sections 1254, 1291, 1292, and 1293 of title 28, United States 
Code”. 

Sec. 27. This Act shall become effective upon its enactment: Provided, how- 
ever, That, as to companies which were registered prior to that time the effec- 
tive date of the amendments to sections 5, 8(b)(2), and 18(f)(2) shall be 
six months thereafter. The provisions of section 28(b)(2) shall not apply to 
any Series or group of series of face-amount certificates which were registered 
under the Securities Act of 1933 prior to the enactment of section 28(b) (2) in 
any case where the registered face-amount certificate company has outstanding 
separate series of face-amount certificates and the assets applicable to the 
reserve requirements of such series are maintained separately. 


SECURITIES AND EXCHANGE COMMISSION—COMPARATIVE PRINT OF PROPOSED 
AMENDMENTS TO THE INVESTMENT COMPANY ACT OF 1940 


(Deletions in brackets, additions in italic) 


Section 1 would amend paragraph (1) of section 2(a) of the Investment 
Company Act of 1940, as amended, as follows: 

“(a) When used in this title, unless the context otherwise requires— 

“(1) ‘Advisory board’ means a board, committee or group, whether elected 
or appointed, which is distinct from the board of directors or board of 
trustees, of an investment company, [and which is composed solely of per- 
sons who do not serve such company in any other capacity,] whether or 
not the functions of such board are such as to render its members ‘directors’ 
within the definition of that term, which board has advisory functions as 
to investments but has no power to determine that any security or other 
investment shall be purchased or sold by such company, but shall not in- 
clude a board, committee or group composed solely of directors, officers and 
employees of such company and investment advisers and officers, directors, 
partners or employees of any investment adviser of such company, or any 
of them.” 

Section 2 would amend paragraph (11) of section 2(a) of the Investment 
Company Act of 1940, as amended, by adding a new paragraph to be designated 
as paragraph (114A), as follows: 

“(11A) ‘Depositor’ means any person who has promoted or is promoting an 
investment company not having a board of directors, or his successor, or who 
has administrative functions relating to such company, including the power to 
eliminate or substitute portfolio securities under the instrument of organization 
of such company but does not include a person whose functions as a depositor 
have been assumed by a successor, or a trustee or custodian of such company 
designated in accordance with the provisions of section 26 of this title.” 

Section 3 would amend paragraph (35) of section 2(a) of the Investment 
Company Act of 1940, as amended, by adding a new paragraph to be designated 
as paragraph (35A), as follows: 

“(354A) ‘Share of stock’ means any security similar in nature to an equity 
security.” 

Section 4 would amend paragraph (37) of section 2(a) of the Investment 
Company Act of 1940, as amended, as follows: 

““(37) ‘State’ means any State of the United States, the District of Columbia, 
[Alaska,] Hawaii, Puerto Rico, [the Philippine Islands] the Canal Zone, the 
Virgin Islands, or any other possession of the United States.” 

Section 5 would amend paragraph (7) of subsection (c) of section 3 of the 
Investment Company Act of 1940, as amended, as follows: 

“(c) Notwithstanding subsections (a) and (b), none of the following per- 
sons is an investment company within the meaning of this title: 


» ~ * * » ” 7 
“(7) Any company [primarily engaged] substantially all of whose business. 
directly or through majority-owned subsidiaries, consists of [in] one or more 
of the businesses described in paragraph (3), (5), and (6), or [in] one or 
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more of the businesses described in paragraphs (3), (5), and (6), or [in] one or 
more of such businesses (from which not less than.25 per centum of such com- 
pany’s gross income during its last fiscal year was derivéd) together with an 
additional business or businesses other than investing, reinvesting, owning, 
holding or trading in securities: Provided, That, if such company or any 
majority-owned subsidiary is engaged in one or more of the businesses de- 
scribed in paragraph (6), such company or subsidiary is not engaged in the 
business of issuing face-amount certificates of the installment type or periodic 
payment plan certificate ;”’. 

Section 6 would amend paragraph (8) of section 3(c) of the Investment 
Company Act of 1940, as amended, as follows: ¢ 

“(8) Any company 90 per centum or more of the value of whose investment 
securities are represented by securities of a single issuer included within a 
class of persons enumerated in paragraphs (3), (5), (6), or (7), which issuer 
is controlled by such company within the meaning of Section 2(a)(9).” 

Section 7 would amend paragraph (9) of subsection (c) of section 3 of the 
Investment Company Act of 1940, as amended, to read as follows: 

“(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act [or any company whose entire outstanding capital stock is owned 
or controlled by such a company]: Provided, That this exception shall not 
applu to a company which the Commission finds and by order declares to be 
primarily engaged, directly or indirectly, in the business of investing, reinvesting, 
owning, holding or trading in securities, or (B) whose entire outstanding stock 
is owned or controlled by a company excepted under clause (A) hereof: Pro- 
vided, That the assets of the controlled company consist substantially of secu- 
rities issued by companies which are subject to regulation under the Interstate 
Commerce Act.” 

Section 8 would amend paragraph (10) of section 3(c) of the Investment 
Company Act of 1940, as amended, as follows: 

“(10) Any company with a registration in effect as a holding company under 
the Public Utility Holding Company Act of 1935: Provided, that such registered 
company has not been exempted pursuant to section 3 of that Act.” 

Section 9 would amend paragraph (13) of section 3(c) of the Investment 
Company Act of 1940, as amended, as follows: 

“(13) Any employees’ stock bonus, pension, or profit-sharing trust which meets 
the [conditions of sections 165 of the Internal Revenue Code, as amended] 
requirements of section 401 of the Internal Revenue Code of 1954, as amended.” 

Section 10 would amend paragraph (1) of section 5(b) of the Investment 
Company Act of 1940, as amended, as follows: 

“(1) “Diversified company” means a management company which meets the 
following requirements: At least 75 per centum of the value of its total assets 
is represented by cash and cash items (including reeeivables), Government 
securities, securities of other diversified investment companies, and other secu- 
rities for the purposes of this calculation limited in respect to any one issuer 
to an amount not greater in value than 5 per centum of the value of the total 
assets of such management company and to not more than 10 per centum of 
the outstanding voting securities of such issuer.” 

Section 11 would amend paragraph (1) of subsection (a) of section 6 of the 
Investment Company Act of 1940, as amended, as follows: 

“(a) The following investment companies are exempt from the provisions of 
this title: 

“(1) Any company organized or otherwise created under the laws of and hav- 
ing its principal office and place of business in [Alaska,] Hawaii, Puerto Rico, 
[the Philippine Islands,] the Canal Zone, the Virgin Islands, or any other posses- 
sion of the United States; but such exemption shall terminate if any security 
of which such company is the issuer is offered for sale or sold after the effective 
date of this title, by such company or an underwriter therefor, to a resident of 
any State other than the State in which such company is organized.” 

Section 12 would amend paragraph (2) of subsection (b) of section 8 of the 
Investment Company Act of 1940, as amended, as follows: 

“(b) Every. registered investment company shall file with the Commission, 
within such reasonable time after registration as the Commission shall fix. by 
rules and regulations, an original and such copies of a registration statement, in 
such form and containing such of the following information and documents as 
the Commission shall by rule and regulations prescribe as necessary or appro- 
priate in the public interest or for the protection of investors: 


* * * * * * * 
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“(2) a recital of the investment policy of the registrant, which may, if it de. 
sires, make appropriate reservations of freedom of action for the protection of 
investors, in respect of (A) the extent to which it intends generally to invest in 
bonds or other obligations, preferred stocks, common stocks, or any one or more 
of any class or type of securities; (B) objectives as to income, preservation of 
capital or capital appreciation, if registrant represents that it will place empha- 
sis On any one or more of such objectives; (C) the extent of investments to 
be made in issuers located cr operating in particular geographical areas, if 
registrant represents that its investments will be so limited; (D) investment in 
companies for the purpose of exercising control or management; and (E) mat- 
ters, not enumerated above or in paragraph (1), which the registrant deems 
matters of fundamental policy and elects to treat as such :” 

Section 13 would amend subsection (a) of section 10 of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(a) After one year from the effective date of this title, no registered invest- 
ment company shall have a board of directors more than 60 per centum of the 
members of which are persons who are investment advisers of, affiliated persons 
or stockholders of an investment adviser of, or officers or employees of, such 
registered company [.] or who are principal underwriters of, or persons con- 
trolling such registered company, or affiliated persons of such underwriters or 
affiliated persons (other than solely as directors) of controlling or controlled 
persons of such registered company, or shall have a board of directors more 
than 80 per centum of the members of which are the persons mentioned above 
and regular brokers of the company or affiliated persons of such brokers.” 

Section 14 would amend subsection (f) of section 10 of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(f) No registered investment company shall knowingly purchase or otherwise 
acquire, during the existence of any underwriting or selling syndicate, any secu- 
rity (except a security of which such company is the issuer) a principal under- 
writer of which is an officer, director, member of an advisory board, investment 
adviser, or employee of such registered company, or is a person (other than a 
company of the character described in section 12(d) (8) (A) and (B), voting 
securities of which are owned by such registered company) of which any such 
officer, director, member of an advisory board, investment adviser, or employee 
is an affiliated person, unless in acquiring such security such registered company 
is itself acting as a principal underwriter for the issuer. The Commission, by 
rules and regulations upon its own motion or by order upon application, may 
conditionally or unconditionally exempt any transaction or classes of trans- 
actions from any of the provisions of this subsection, if and to the extent that such 
exemption is consistent with the protection of investors.” 

Section 15 would amend subsection (h) of section 10 of the Investment Com- 
pany Act of 1940, as amended, as follows : 

“(h) In the case of a registered management company which is an unincorpo- 
rated company not having a board of directors, the provisions of this section 
shall apply as follows: 

“(1) the provisions of subsection (a), as modified by subsection (e), shall 
apply to the board of directors of the depositor of such company; provided that, 
where the depositor acts as investment adviser to such company, a person who is 
an affiliated person of the depositor only by reason of being a director thereof 
shall not thereby be considered to be an affiliated person of an investment adviser 
of such company for the purposes of this subsection; 

““(2) the provisions of subsections (b) and (c), as modified by subsection (e), 
shall apply to the board of directors of the depositor and of every investment 
adviser of such company; provided that, where the depositor acts as a principal 
underwriter of securities issued by such company, a person who is an affliated 
person of the depositor only by reason of being a director thereof shall not 
thereby be considered to be an affiliated person of a principal underwriter of such 
company for the purposes of this subsection ; and 

“(3) the provisions of subsection (f) shall apply to purchases and other acqui- 
sitions for the account of such company of securities a principal underwriter of 
which is the depositor or an investment adviser of such company, or an affiliated 
person of such depositor or investment adviser.” 

Section 16 would amend paragraph 3 of subsection (a) of secton 13 of the 
Investment Company Act of 1940, as amended, as follows: 

“(a) No registered investment company shall, unless authorized by the vote of 
a majority of its outstanding voting securities— 
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“(3) Deviate from its policy in respect of concentration of investments in any 
particular industry or group of industries as recited in its registration statement, 
or deviate from any investment policy or any other fundamental policy recited in 
its registration statement pursuant to section 8(b) (2) ; or” 

Section 17 would amend the introductory paragraph of section 17(a) of the 
Investment Company Act of 1940, as amended, as follows: 

“See. 17. (a) It shall be unlawful for any affiliated person or promoter of or 
principal underwriter for a registered investment company [(other than a 
company of the character described in section 12(a)(3)(A) and (B))], or any 
affliated person of such a person, promoter, or principal underwriter, acting as 
principal—” 

Section 18 would amend subsection (c) of section 17 of the Investment Com- 
pany Act of 1940, as amended, as follows : 

“(c) Notwithstanding subsection (a)— 

“(7) a person may, in the ordinary course of business, sell to or purchase from 
any company merchandise or may enter into a lessor-lessee relationship with any 
person and furnish the services incident thereto[.]; 

“(2) a@ company described in section 12(d)(3)(A) and (B) may purchase | 
from and sell securities or other property to the registered investment company 
or companies which own its voting securities or may borrow money or other 
property from such registered company or companies.” 

Section 19 would amend subsection (d) of section 17 of the Investment Com- 
pany Act of 1940, as amended, as follows: : 
“(d) It shall be unlawful for any affiliated person of or principal underwriter 
for a registered investment company [(other than a company of the character 
described in section 12(d) (3) (A) and (B))]j or any affiliated person of such a 
person or principal underwriter, acting as principal to effect any transaction in 
which such registered company, or a company controlled by such registered com- 
pany, is a joint or a joint and several participant with such person, principal 
underwriter, or affiliated person, in contravention of such rules and regulations 
as the Commission may prescribe for the purpose of limiting or preventing 
participation by such registered or controlled company on a basis d‘fferent from 
or less advantageous than that of such other participant. Nothing contained in 
this subsection shall be deemed to preclude any affiliated person from acting as 
manager of any underwriting syndicate or other group in which such registered 
or controlled company is a participant aad receiving compensation therefor{.]; 
nor shall it preclude a company described in section 12(d)(3)(A) and (B) from 
effecting any transaction because of the joint or joint and several participation 
of the registered investment company or companies which own its voting 

securities.” 

Section 20 would amend subsection (f) of section 17 of the Investment Company 
Act of 1940, as amended, as follows: 

“(f) Every registered management company shall place and maintain its 
securities and similar investments in the custody of (1) a bank or banks having 
the qualifications prescribed in paragraph (1) of section 26(a) for the trustees 
of unit investment trusts; or (2) a company which is a member of a national 
securities exchange as defined in the Securities Exchange Act of 1934, subject to 
such rules and regulations as the Commission may from time to time prescribe 
for the protection of investors; or (3) such registered company, but only in 
accordance with such rules and regulations or orders as the Commission may 
from time to time prescribe for the protection of investors. Rules, regulations 
and orders of the Commission under this subsection, among other things, may 
make appropriate provision with respect to such matters as the earmarking, 
segregation, and hypothecation of such securities and investments, and may 
provide for or require periodic or other inspections by any or all of the follow- 
ing: Independent public accountants, employees and agents of the Commission, 
and such other persons as the Commission may designate. No such member 
which trades in securities for its own account may act as custodian except in 
accordance with rules and regulations prescribed by the Commission for the 
protection of investors. Jf a registered company maintains its securities and 
similar investments in the custody of a qualified bank or banks, the cash pro- 
ceeds from the sale of such securities and similar investments and other cash 
assets of the company shall likewise be kept in the custody of such a bank or 
banks: provided that such a registered company may maintain an operating 
account in a bank or banks having the qualifications prescribed in paragraph (1) 
of section 26(a) for the trustees of unit investment trusts with the balance of 
such account or the aggregate balances of such accounts at no time in excess of 
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the amount of the fidelity bond, pursuant to section 17(g) of the Act, covering 
the officers or employees authorized to draw on such account or accounts.” 

Section 21 would amend paragraph (2) of section 18(f) of the Investment 
Company Act of 1940, as amended, as follows: 

“(2) ‘Senior security’ shall not, in the case of a registered open-end com- 
pany include a class or classes or a number of series of preferred or special 
stock each of which is preferred over all other classes or series in respect of 
assets specifically allocated to that class or series: Provided, (A) That such 
company has outstanding no class or series of stock which is not so preferred 
over all other classes or series; or (B) that the only other outstanding class 
of the issuer’s stock consists of a common stock upon which no dividend (other 
than a liquidating dividend) is permitted to be paid and which in the aggregate 
represents not more than one-half of 1 per centum of the issuer’s outstanding 
voting securities [*]; and (C) that such company files a recital of policy in 
respect of each class or series in accordance with the provisions of section 8(b) 
(1) and (2) of this title. Notwithstanding the provisions of section 13(a), a 
change or deviation in policy in respect of any class or series of preferred or 
special stock may be authorized by the vote of the holders of a majority of the 
stock of each class or series.” 

Section 22 would amend subsection (d) of section 20 of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(d) If on the effective date of this title cross-ownership or circular owner- 
ship exists between a registered investment company and any other company 
or companies, it shall be the duty of such registered company, within five years 
after such effective date, to eliminate such cross-ownership or circular owner- 
ship. If at any time after the effective date of this title cross-ownership or 
circular ownership between a registered investment company and any other 
company or companies comes into existence upon the purchase by a registered 
investment company of the securities of another company or upon the purchase 
by @ company controlled by the registered investment company of the securities 
of such registered company or another company, it shall be the duty of such 
registered company, within one year after it first knows of the .existence of 
such cross-ownership or circular ownership, to eliminate the same.” 

Section 23 would amend subsection (b) of section 28 of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(b) No registered closed-end company shall sell any common stock of which 
it is the issuer at a price below the current net asset value of such stock, exclu- 
sive of any distributing commission or discount (which net asset value shall be 
determined as of a time within forty-eight hours, excluding Sunday and holi- 
days, next preceding the time of such determination), except (1) in connection 
with an offering to the holders of one or more classes of its capital stock; (2) 
[with the consent of a majority of its common stockholders] with the consent of 
the holders of a majority of its common stock; (3) upon conversion of a con- 
vertible security in accordance with its terms; (4) upon the exercise of any 
warrant outstanding on the date of enactment of this Act or issued in accord- 
ance with the provisions of section 18(d); or (5) under such other circum- 
stances as the Commission may permit by rules and regulations or orders for the 
protection of investors.” 

Section 24 would amend subsection (b) of section 28 of the Investment Com- 
pany Act of 1940, as amended, as follows: 

“(b) (1) It shall be unlawful for any registered face-amount certificate com- 
pany to issue or sell any face-amount certificate, or to collect or accept any pay- 
ment on any such certificate isseud by such company on or after the effective date 
of this title, unless such company has, in cash or qualified investments, assets 
having a value not less than the aggregate amount of the capital stock require 
ment and certificate reserves as computed under the provisions of subsection 
(a) hereof. As used in this subsection, ‘qualified investments” means invest- 
ments of a kind which life-insurance companies are permitted to invest in or 
hold under the provisions of the Code of the District of Columbia as heretofore 
or hereafter amended, agd such other investments as the Commission shall by 
rule, regulaiton, or order authorize as qualified investments. Such investments 
shall be valued in accordance with the provisions of said Code where such pro- 
visions are applicable. Investments to which such provisions do not apply shall 
be valued in accordance with such rules, regulations, or orders as the Commis- 
sion shall prescribe for the protection of investors. 
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(2) The assets which such company is required to have under paragraph 
(1) of this subsection is an amount equal to the certificate reserves required 
under subsection (a) hereof shall not include at any time— 

“(4) preferred stocks, or similar senior securities which are stocks in an 
amount more than 25 per centum of the certificate reserves; and 
“(B) common stocks, or similar equity securities, in an amount more than 
the aggregate of— 
“(i) 10 per centum of the certificate reserves; plus 
“(ii) an amount equal to 100 per centum of that portion of the stock- 
holders’ equity in the company which is represented by assets consisting 
of cash or qualified investments; plus 
“(iii) an amount equal to 100 percentum of that portoin of the stock- 
holders’ equity in the company which is represented by assets consisting 
of cash, or qualified investments other than common stocks or similar 
equity securities; 

“Provided, however, that where the company has outstanding separate series 
of certificates and the assets applicable to the reserve requirements of one 
or more of such series are maintained separately, then the limitations in (A) 
and (B)(i) above shall be computed separately on the basis of the required 
certificate reserves for the outstanding certificates in each series or group of 
series for which assets are maintained separately; and the permissible amounts 
computed pursuant to the limitations stated in (B) (ii) and (B) (iii) above shall 
he allocated in accordance with the company’s discretion but in no event shall 
the aggregate amount of common stocks, or similar equity securities, exceed 
30 per centum of the required assets for each series or group of series for 
which assets are maintained separately. There shall be no limitation as to the 
tupe of securities in which assets in an amount equal to the minimum capital 
stock requirement are invested, other than the requirement of paragraph (1) 
of this subsection as to qualified investments. As used in this subsection “stock- 
holders’ equity”’ means the amount of the company’s assets less the amount of 
the indebtedness of the company and its certificate and other reserves.” 

Section 25 would amend the last sentence of subsection (a) of section 43 of 
the Investment Company Act of 1940, as amended, as follows : 

“The judgment and decree of the court affirming, modifying, or setting aside, 
in whole or in part, any such order of the Commission shall be final, subject 
to review by the Supreme Court of the United States upon certiorari or certifica- 
tion as provided in [sections 239 and 240 of the Judicial Code, as amended] 
section 1254 of title 28, United States Code.” 

Section 26 would amend the fifth sentence of section 44 of the Investment 
Company Act of 1940, as amended, as follows: 

“Judgments and decrees so rendered shall be subject to review as provided in 
[sections 128 and 240 of the Judicial Code, as amended, and section 7, as 
amended, of the Act entitled “An Act to establish a court of appeals for the Dis- 
trict of Columbia,” approved February 9, 1893] sections 1254, 1291, 1292, and 
1293 of title 28, United States Code.” 

Section 27 would provide an effective date for the proposed amendments to the 
Investment Company Act of 1940, as amended, as follows: 

“This Act shall become effective upon its enactment, provided, however, 
that, as to companies which were registered prior to that time the effective date 
of the amendments to sections 5, 8(b)(2), and 18(f)(2), shall be sig months 
thereafter. The provisions of section 28(b)(2) shall not apply to any series 
or group of series of face-amount certificates which were registered under the 
Securities Act of 1933 prior to the enactment of section 28(b)(2) in any case 
where the registered face-amount certificate company has outstanding separate 
series of face-amount certificates and the assets applicable to the reserve re- 
quirements of such series are maintained separately.” 








INVESTMENT COMPANY ACT OF 1940 


AS AMENDED AUGUST 10, 1954 


[Pustic—No. 768—76Tn Concress] 


{H. R. 10065) 
AN ACT 


To provide for the registration and regulation of investment companies and investment advisers, and 
for other purposes. 


Be it enacted by the Senate and House of Representatives of the United States of America in 


Congress assembled, 


TITLE L—INVESTMENT COMPANIES ' 


Findings and Declaration of Policy 


Sec. 1. (a) Upon the basis of facts disclosed by 
the record and reports of the Securities and Ex- 
change Commission made pursuant to section 30 
of the Public Utility Holding Company Act of 
1935, and facts otherwise disclosed and ascer- 
tained, it is hereby found that investment com- 
panies are affected with a national public interest 
in that, among other things— 

(1) the securities issued by such companies, 
which constitute a substantial part of all se- 
curities publicly offered, are distributed, pur- 
chased, paid for, exchanged, transferred, re- 
deemed, and repurchased by use of the mails 
and means and instrumentalities of interstate 
commerce, and in the case of the numerous 
companies which issue redeemable securities 
this process of distribution and redemption is 
continuous; 

(2) the principal activities of such com- 
panies—investing, reinvesting, and trading in 
securities—are conducted by use of the mails 
and means and instrumentalities of interstate 
commerce, including the facilities of national 
securities exchanges, and constitute a substan- 
tial part of all transactions effected in the se- 
curities markets of the Nation; 

(3) such companies customarily invest and 
trade in securities issued by, and may domi- 
nate and control or otherwise affect the pol- 

“7 As amended by Public No. 577, 88d Congress, approved Au- 


guest 10, 1954. Title Il—Investment Advisers (the Investment 
Advisers Act of 1940) is printed separately. 
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icies and management of, companies engaged 
in business in interstate commerce; 

(4) such companies are media for the in- 
vestment in the national economy of a sub- 
stantial part of the national savings and may 
have a vital effect upon the flow of such sav- 
ings into the capital markets; and 

(5) the activities of such companies, ex- 
tending over many States, their use of the 
instrumentalities of interstate commerce and 
the wide geographic distribution of their se- 
curity holders, make difficult, if not impossi- 
ble, effective State regulation of such com- 
panies in the interest of investors. 

(b) Upon the basis of facts disclosed by the 
record and reports of the Securities and Exchange 
Commission made pursuant to section 30 of the 
Public Utility Holding Company Act of 1935, and 
facts otherwise disclosed and ascertained, it is 
hereby declared that the national public interest 
and the interest of investors are adversely 
affected— 

(1) when investors purchase, pay for, ex- 
change, receive dividends upon, vote, refrain 
from voting, sell, or surrender securities is- 
sued by investment companies without ade- 
quate, accurate, and explicit information, 
fairly presented, concerning the character of 
such securities and the circumstances, poli- 
cies, and financial responsibility of such com- 
panies and their management; 

(2) when investment companies are or- 
ganized, operated, managed, or their port 
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folio securities are selected, in the interest of 
directors, officers, investment advisers, deposi- 
tors, or other affiliated persons thereof, in the 
interest of underwriters, brokers, or dealers, 
in the interest of special classes of their se- 
curity holders, or in the interest of other in- 
vestment companies or persons engaged in 
other lines of business, rather than in the in- 
terest of all classes of such companies’ security 
holders; 

(3) when investment companies issue se- 
curities containing inequitable or discrimina- 
tory provisions, or fail to protect the prefer- 
ences and privileges of the holders of their 
outstanding securities; 

(4) when the control of investment com- 
panies is unduly concentrated through pyra- 
miding or inequitable methods of control, or 
is inequitably distributed, or when investment 
companies are managed by irresponsible 
persons ; 

(5) when investment companies, in keeping 
their accounts, in maintaining reserves, and 
in computing their earnings and the asset 
value of their outstanding securities, employ 
unsound or misleading methods, or are not 
subjected to adequate independent scrutiny ; 

(6) when investment companies are reor- 
ganized, become inactive, or change the char- 
acter of their business, or when the control or 
management thereof is transferred, without 
the consent of their security holders; 

(7) when investment companies by exces- 
sive borrowing and the issuance of excessive 
amounts of senior securities increase unduly 
the speculative character of their junior 
securities; or 

(8) when investment companies operate 
without adequate assets or reserves. 

It is hereby declared that the policy and purposes 
of this title, in acordance with which the provisions 
of this title shall be interpreted, are to mitigate 
and, so far as is feasible, to eliminate the conditions 
enumerated in this section which adversely affect 
the national public interest and the interest of 
investors. 
General Definitions 


Sec. 2. (a) When used in this title, unless the 
context otherwise requires— 
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(1) “Advisory board” means a board, whether 
elected or appointed, which is distinct from the 
board of directors or board of trustees, of an in- 
vestment company, and which is composed solely 
of persons who do not serve such company in any 
other capacity, whether or not the functions of such 
board are such as to render its members “directors” 
within the definition of that term, which board has 
advisory functions as to investments but has no 
power to determine that any security or other in- 
vestment shall be purchased or sold by such 
company. 

(2) “Affiliated company” means a company 
which is an affiliated person. 

(3) “Affiliated person” of another person means 
(A) any person directly or indirectly owning, con- 
trolling, or holding with power to vote, 5 per cen- 
tum or more of the outstanding voting securities 
of such other person ; (B) any person 5 per centum 
or more of whose outstanding voting securities are 
directly or indirectly owned, controlled, or held 
with power to vote, by such other person; (C) any 
person directly or indirectly controlling, controlled 
by, or under common control with, such other per- 
son; (D) any officer, director, partner, copartner, 
or employee of such other person; (E) if such 
other person is an investment company, any invest- 
ment adviser thereof or any member of an ad- 
visory board thereof; and (F) if such other person 


is an unincorporated investment company not hav- 
ing a board of directors, the depositor thereof. 


(4) “Assignment” includes any direct or indi- 
rect transfer or hypothecation of a contract or 
chose in action by the assignor, or of a controlling 
block of the assignor’s outstanding voting securi- 
ties by a security holder of the assignor; but does 
not include an assignment of partnership interests 
incidental to the death or withdrawal of a minor- 
ity of the members of the partnership having only 
a minority interest in the partnership business or 
to the admission to the partnership of one or more 
members who, after such admission, shall be only 
a minority of the members and shall have only a 
minority interest in the business. . 

(5) “Bank” means (A) a banking institution 
organized under the laws of the United States, (B) 
a member bank of the Federal Reserve System, 
(C) any other banking institution or trust com- ° 
pany, whether incorporated or not, doing business 
under the laws of any State or of the United 
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States, a substantial portion of the business of 
which consists of receiving deposits or exercising 
fiduciary powers similar to those permitted to na- 
tional banks under section 11 (k) of the Federal 
Reserve Act, as amended, and which is supervised 
and examined by State or Federal authority hav- 
ing supervision over banks, and which is not oper- 
ated for the purpose of evading the provisions of 
this title, and (D) a receiver, conservator, or other 
liquidating agent of any institution or firm in- 
cluded in clauses (A), (B), or (C) of this para- 
graph. 

(6) “Broker” means any person engaged in the 
business of effecting transactions in securities for 
the account of others, but does not include a bank 
or any person solely by reason of the fact that such 
person is an underwriter for one or more invest- 
ment companies. 

(7) “Commission” means the Securities and 
Exchange Commission. 

(8) “Company” means a corporation, a partner- 
ship, an association, a joint-stock company, a trust, 
a fund, or any organized group of persons whether 
incorporated or not; or any receiver, trustee in 
bankruptcy or similar official or any liquidating 
agent for any of the foregoing, in his capacity as 
such. 

(9) “Control” means the power to exercise a 
controlling influence over the management or 
policies of a company, unless such power is solely 
the result of an official position with such com- 
pany. 

Any person who owns beneficially, either di- 
rectly or through one or more controlled com- 
panies, more than 25 per centum of the voting se- 
curities of a company shall be presumed to control 
such company. Any person who does not so own 
more than 25 per centum of the voting securities 
of any company shall be presumed not to control 
such company. A natural person shall be pre- 
sumed not to be a controlled person within the 
meaning of this title. Any such presumption may 
be rebutted by evidence, but except as hereinafter 
provided, shall continue until a determination to 
the contrary made by the Commission by order 
either on its own motion or on application by an 
interested person. If an application filed here- 
under is not granted or denied by the Commission 
within sixty days after filing thereof, the determi- 
nation sought by the application shall be deemed 
to have been temporarily granted pending final 


determination of the Commission thereon. The 
Commission, upon its own motion or upon appli- 
cation, may by order revoke or modify any order 
issued under this paragraph whenever it shall 
find that the determination embraced in such 
original order is no longer consistent with the 
facts. 

(10) “Convicted” includes a verdict, judg. 
ment, or plea of guilty, or a finding of guilt ona 
plea of nolo contendere, if such verdict, judgment, 
plea, or finding has not been reversed, set aside, 
or withdrawn, whether or not sentence has been 
imposed. 

(11) “Dealer” means any person regularly en- 
gaged in the business of buying and selling se- 
curities for his own account, through a broker or 
otherwise, but does not include a bank, insurance 
company, or investment company, or any person 
insofar as he is engaged in investing, reinvesting, 
or trading in securities, or in owning or holding 
securities, for his own account, either individually 
or in some fiduciary capacity, but not as a part of 
a regular business. 

(12) “Director” means any director of a corpo- 
ration or any person performing similar functions 
with respect to any organization, whether incorpo- 
rated or unincorporated, including any natural 
person who is a member of a board of trustees of 
a management company created as a common-law 
trust. 

(13) “Employees’ securities company” means 
any investment company or similar issuer all of 
the outstanding securities of which (other than 
short-term paper) are beneficially owned (A) by 
the employees or persons on retainer of a single 
employer or of two or more employers each of 
which is an affiliated company of the other, (B) 
by former employees of such employer or employ- 
ers, (C) by members of the immediate family of 
such employees, persons on retainer, or former em- 
ployees, (D) by any two or more of the foregoing 
classes of persons, or (E) by such employer or em- 
ployers together with any one or more of the fore- 
going classes of persons. 

(14) “Exchange” means any organization, as- 
sociation, or group of persons, whether incorpo- 
rated or unincorporated, which constitutes, main- 
tains, or provides a market place or facilities for 
bringing together purchasers and sellers of securi- 
ties or for otherwise performing with respect to 
securities the functions commonly performed by 
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a stock exchange as that term is generally under- 
stood, and includes the market place and the mar- 
ket facilities maintained by such exchange. 

(15) “Face-amount certificate” means any cer- 
tificate, investment contract, or other security 
which represents an obligation on the part of its 
issuer to pay a stated or determinable sum or sums 
at a fixed or determinable date or dates more than 
twenty-four months after the date of issuance, in 
consideration of the payment of periodic install- 
ments of a stated or determinable amount (which 
security shall be known as a face-amount certificate 
of the “installment type”) ; or any security which 
represents a similar obligation on the part of a 
face-amount certificate company, the consideration 
for which is the payment of a single lump sum 
(which security shall be known as a “fully paid” 
face-amount certificate). 

(16) “Government security” means any security 
issued or guaranteed as to principal or interest by 
the United States, or by a person controlled or 
supervised by and acting as an instrumentality of 
the Government of the United States pursuant to 
authority granted by the Congress of the United 
States; or any certificate of deposit for any of the 
foregoing. 

(17) “Insurance company” means a company 
which is organized as an insurance company, whose 
primary and predominant business activity is the 
writing of insurance or the reinsuring of risks un- 
derwritten by insurance companies, and which is 
subject to supervision by the insurance commis- 
sioner or a similar official or agency of a State; or 
any receiver or similar official or any liquidating 
agent for such a company, in his capacity as such. 

(18) “Interstate commerce” means trade, com- 
merce, transportation, or communication among 
the several States, or between any foreign country 
and any State, or between any State and any place 
orship outside thereof. 

(19) “Investment adviser” of an investment 
company means (A) any person (other than a bona 
fide officer, director, trustee; member of an advisory 
board, or employee of such company, as such) who 
pursuant to contract with such company regularly 
furnishes advice to such company with respect to 
the desirability of investing in, purchasing or sell- 
ing securities or other property, or is empowered 
to determine what securities or other property 
shall be purchased or sold by such company, and 
(B) any other person who pursuant to contract 


with a person described in clause (A) regularly 
performs substantially all of the duties undertaken 
by such person described in clause (A); but does 
not include (i) a person whose advice is furnished 
solely through uniform publications distributed 
to subscribers thereto, (ii) a person who furnishes 
only statistical and other factual information, ad- 
vice regarding economic factors and trends, or 
advice as to occasional transactions in specific 
securities, but without generally furnishing advice 
or making recommendations regarding the pur- 
chase or sale of securities, (iii) a company furnish- 
ing such services at cost to one or more investment 
companies, insurance companies, or other financial 
institutions, (iv) any person the character and 
amount of whose compensation for such services 
must be approved by a court, or (v) such other 
persons as the Commission may by rules and regu- 
lations or order determine not to be within the 
intent of this definition. 

(20) “Investment banker” means any person 
engaged in the business of underwriting securities 
issued by other persons, but does not include an 
investment company, any person who acts as an 
underwriter in isolated transactions but not as a 
part of a regular business, or any person solely 
by reason of the fact that such person is an under- 
writer for one or more investment companies. 

(21) “Issuer” means every person who issues or 
proposes to issue any security, or has outstanding 
any security which it has issued. 

(22) “Lend” includes a purchase coupled with 
an agreement by the vendor to repurchase; “bor- 
row” includes a sale coupled with a similar agree- 
ment. 

(23) “Majority-owned subsidiary” of a person 
means a company 50 per centum or more of the 
outstanding voting securities of which are owned 
by such person, or by a company which, within 
the meaning of this paragraph, is a majority- 
owned subsidiary of such person. 

(24) “Means or instrumentality of interstate 
commerce” includes any facility of a national se- 
curities exchange. 

(25) “National securities exchange” means an 
exchange registered under section 6 of the Securi- 
ties Exchange Act of 1934. 

(26) “Periodic payment plan certificate” means 
(A) any certificate, investment contract, or other 
security providing for a series of periodic pay- 
ments by the holder, and representing an undi- 
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vided interest in certain specified securities or in 
a unit or fund of securities purchased wholly or 
partly with the proceeds of such payments, and 
(B) any security the issuer of which is also issuing 
securities of the character described in clause (A) 
and the holder of which has substantially the same 
rights and privileges as those which holders of 
securities of the character described in clause (A) 
have upon completing the periodic payments for 
which such securities provide. 

(27) “Person” means a natural person or a 
company. 

(28) “Principal underwriter” of or for any in- 
vestment company other than a closed-end com- 
pany, or of any security issued by such a company, 
means any underwriter who as principal purchases 
from such company, or pursuant to contract has 
the right (whether absolute or conditional) from 
time to time to purchase from such company, any 
such security for distribution, or who as agent for 
such company sells or has the right to sell any such 
security to a dealer or to the public or both, but 
does not include a dealer who purchases from such 
company through a principal underwriter acting 
as agent for such company. “Principal under- 
writer” of or for a closed-end company or any 
issuer which is not an investment company, or of 
any security issued by such a company or issuer, 
means any underwriter who, in connection with a 
primary distribution of securities, (A) is in privity 
of contract with the issuer or an affiliated person 
of the issuer; (B) acting alone or in concert with 
one or more other persons, initiates or directs the 
formation of an underwriting syndicate; or (C) 
is allowed a rate of gross commission, spread, or 
other profit greater than the rate allowed another 
underwriter participating in the distribution. 

(29) “Promoter” of a company or a proposed 
company means a person who, acting alone or in 
concert with other persons, is initiating or direct- 
ing, or has within one year initiated or directed, 
the organization of such company. 

(30) “Prospectus”, as used in section 22, means 
@ written prospectus intended to meet the require- 
ments of section 10 (a) of the Securities Act of 
1933 and currently in use.* As used elsewhere, 
“prospectus” means a prospectus as defined in the 
Securities Act of 1933. 





*Public No. 577, 884 Congress, substituted “section 10 (a)” 
for “section 5 (b).” 
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(31) “Redeemable security” means any security, 
other than short-term paper, under the terms of 
which the holder, upon its presentation to the is. 
suer or to a person designated by the issuer, is en. 
titled (whether absolutely or only out of surplus) 
to receive approximately his proportionate shan 
of the issuer’s current net assets, or the cash 
equivalent thereof. 

(32) “Reorganization” means (A) a reorgani- 
zation under the supervision of a court of compe. 
tent jurisdiction; (B) a merger or consolidation; 
(C) asale of 75 per centum or more in value of the 
assets of a company; (D) a restatement of the 
capital of a company, or an exchange of securities 
issued by a company for any of its own outstand- 
ing securities; (E) a voluntary dissolution or 
liquidation of a company; (F) a recapitalization 
or other procedure or transaction which has for 
its purpose the alteration, modification, or elimi- 
nation of any of the rights, preferences, or privi- 
leges of any class of securities issued by a company, 
as provided in its charter or other instrument 
creating or defining such rights, preferences, and 
privileges; (G) an exchange of securities issued 
by a company for outstanding securities issued by 
another company or companies, preliminary to and 
for the purpose of effecting or consummating any 
of the foregoing; or (H) any exchange of securi- 
ties by a company which is not an investment com- 
pany for securities issued by a registered invest- 
ment company. 

(33) “Sale”, “sell”, “offer to sell”, or “offer for 
sale” includes every contract of sale or disposition 
of, attempt or offer to dispose of, or solicitation of 
an offer to buy, a security or interest in a security, 
for value. Any security given or delivered with, 
or as a bonus on account of, any purchase of se- 
curities or any other thing, shall be conclusively 
presumed to constitute a part of the subject of such 
purchase and to have been sold for value. 

(384) “Sales load” means the difference between 
the price of a security to the public and that por- 
tion of the proceeds from its sale which is received 
and invested or held for investment by the issuer 
(or in the case of a unit investment trust, by the 
depositor or trustee), less any portion of such dif- 
ference deducted for trustee’s or custodian’s fees, 
insurance premiums, issue taxes, or administrative 
expenses or fees which are not properly charge- 
able to sales or promotional activities. In the 
case of a periodic payment plan certificate, “sales 
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load” includes the sales load on any investment 
company securities in which the payments made 
on such certificate are invested, as well as the sales 
Joad on the certificate itself. 

(35) “Security” means any note, stock, treasury 
stock, bond, debenture, evidence of indebtedness, 
certificate of interest or participation in any profit- 
sharing agreement, collateral-trust certificate, pre- 
organization certificate or subscription, transfer- 
able share, investment contract, voting-trust 
certificate, certificate of deposit for a security, 
fractional undivided interest in oil, gas, or other 
mineral rights, or, in general, any interest or in- 
strument commonly known as a “security”, or any 
certificate of interest or participation in, tempo- 
rary or interim certificate for, receipt for, guar- 
antee of, or warrant or right to subscribe to or 
purchase, any of the foregoing. 

(36) “Short-term paper” means any note, draft, 
bill of exchange, or banker’s acceptance payable 
on demand or having a maturity at the time of 
issuance of not exceeding nine months, exclusive 
of days of grace, or any renewal thereof payable 
on demand or having a maturity likewise limited; 
and such other classes of securities, of a commercial 
rather than an investment character, as the Com- 
mission may designate by rules and regulations. 

(87) “State” means any State of the United 
States, the District of Columbia, Alaska, Hawaii, 
Puerto Rico, the Philippine Islands, the Canal 
Zone, the Virgin Islands, or any other possession 
of the United States. 

(38) “Underwriter” means any person who has 
purchased from an issuer with a view to, or sells 
for an issuer in connection with, the distribution 
of any security, or participates or has a direct or 
indirect participation in any such undertaking, or 
participates or has a participation in the direct or 
indirect underwriting of any such undertaking; 
but such term shall not include a person whose 
interest is limited to a commission from an under- 
writer or dealer not in excess of the usual and 
customary distributor’s or seller’s commission. 
As used in this paragraph the term “issuer” shall 
include, in addition to an issuer, any person di- 
rectly or indirectly controlling or controlled by the 
issuer, or any person under direct or indirect com- 
mon control with the issuer. When the distribu- 
tion of the securities in respect of which any person 
is an underwriter is completed such person shall 
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cease to be an underwriter in respect of such securi- 
ties or the issuer thereof. 

(39) “Value”, with respect to assets of reg- 
istered investment companies, except as provided 
in subsection (b) of section 28 of this title, means— 

(A) as used in sections 3, 5, and 12 of this 
title, (i) with respect to securities owned at 
the end of the last preceding fiscal quarter for 
which market quotations are readily available, 
the market value at the end of such quarter; 
(ii) with respect to other securities and assets 
owned at the end of the last preceding fiscal 
quarter, fair value at the end, of such quarter, 
as determined in good faith by the board of 
directors; and (iii) with respect to securities 
and other assets acquired after the end of the 
last preceding fiscal quarter, the cost thereof; 
and 

(B) as used elsewhere in this title, (i) with 
respect to securities for which market quota- 
tions are readily available, the market value of 
such securities; and (ii) with respect to other 
securities and assets, fair value as determined 
in good faith by the board of directors; 

in each case as of such time or times as determined 
pursuant to this title, and the rules and regulations 
issued by the Commission hereunder. Notwith- 
standing the fact that market quotations for securi- 
ties issued by controlled companies are available, 
the board of directors may in good faith determine 
the value of such securities: Provided, That the 
value so determined is not in excess of the higher 
of market value or asset value of such securities in 
the case of majority-owned subsidiaries, and is not 
in excess of market value in the case of other con- 
trolled companies. 

For purposes of the valuation of those assets of 
a registered diversified company which are not 
subject to the limitations provided for in section 
5 (b) (1), the Commission may, by rules and regu- 
lations or orders, permit any security to be carried 
at cost, if it shall determine that such procedure is 
consistent with the general intent and purposes of 
this title. For purposes of sections 5 and 12, in 
lieu of values determined as provided in clause 
(A) above, the Commission shall by rules and 
regulations permit valuation of securities at cost 
or other basis in cases where it may be more con- 
venient for such company to make its computa- 
tions on such basis by reason of the necessity or 
desirability of complying with the provisions of 
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any United States revenue laws or rules and regu- 
lations issued thereunder, or the laws or the rules 
and regulations issued thereunder of any State in 
which the securities of such company may be 
qualified for sale. 

The foregoing definition shall not derogate from 
the authority of the Commission with respect to 
the reports, information, and documents to be filed 
with the Commission by any registered company, 
or with respect to the accounting policies and prin- 
ciples to be followed by any such company, as pro- 
vided in sections 8, 30, and 31. 

(40) “Voting security” means any security 
presently entitling the owner or holder thereof to 
vote for the election of directors of a company. 
A specified percentage of the outstanding voting 
securities of a company means such amount of its 
outstanding voting securities as entitles the holder 
or holders thereof to cast said specified percentage 
of the aggregate votes which the holders of all 
the outstanding voting securities of such company 
are entitled to cast. The vote of a majority of the 
outstanding voting securities of a company means 
the vote, at the annual or a special meeting of the 
security holders of such company duly called, (A) 
of 67 per centum or more of the voting securities 
present at such meeting, if the holders of more than 
50 per centum of the outstanding voting securities 
of such company are present or represented by 
proxy; or (B) of more than 50 per centum of the 
outstanding voting securities of such company, 
whichever is the less. 

(41) “Wholly-owned subsidiary” of a person 
means a company 95 per centum or more of the out- 
standing voting securities of which are owned by 
such person, or by a company which, within the 
meaning of this paragraph, is a wholly-owned sub- 
sidiary of such person. 

(42) “Securities Act of 1933”, “Securities Ex- 
change Act of 1934”, “Public Utility Holding 
Company Act of 1935”, and “Trust Indenture Act 
of 1939” mean those Acts, respectively, as hereto- 
fore or hereafter amended. 

(b) No provision in this title shall apply to, or 
be deemed to include, the United States, a State, 
or any political subdivision of a State, or any 
agency, authority, or instrumentality of any one 
or more of the foregoing, or any corporation which 
is wholly owned directly or indirectly by any one 
or more of the foregoing, or any officer, agent, or 
employee of any of the foregoing acting as such 


in the course of his official duty, unless such provi- 
sion makes specific reference thereto. 


Definition of Investment Company 


Sec. 3. (a) When used in this title, “investment 
company” means any issuer which— 

(1) is or holds itself out as being engaged 
primarily, or proposes to engage primarily, 
in the business of investing, reinvesting, or 
trading in securities; 

(2) is engaged or proposes to engage in the 
business of issuing face-amount certificates of 
the installment type, or has been engaged in 
such business and has any such certificate out- 
standing; or 

(3) is engaged or proposes to engage in the 
business of investing, reinvesting, owning, 
holding, or trading in securities, and owns or 
proposes to acquire investment securities hav- 
ing a value exceeding 40 per centum of the 
value of such issuer’s total assets (exclusive of 
Government securities and cash items) on an 
unconsolidated basis. 

As used in this section, “investment securities” in- 
cludes all securities except (A) Government se- 
curities, (B) securities issued by employees’ securi- 
ties companies, and (C) securities issued by ma- 
jority-owned subsidiaries of the owner which are 
not investment companies. 

(b) Notwithstanding paragraph (3) of subsec- 
tion (a), none of the following persons is an in- 
vestment company within the meaning of this 
title: 

(1) Any issuer primarily engaged, directly or 
through a wholly-owned subsidiary or subsidi- 
aries, in a business or businesses other than that 
of investing, reinvesting, owning, holding, or trad- 
ing in securities. 

(2) Any issuer which the Commission, upon ap- 
plication by such issuer, finds and by order de- 
clares to be primarily engaged in a business or 
businesses other than that of investing, reinvest- 
ing, owning, holding, or trading in securities either 
directly or (A) through majority-owned subsidi- 
aries or (B) through controlled companies con- 
ducting similar types of businesses. The filing of 
an application under this paragraph by an issuer 
other than a registered investment company shall 
exempt the applicant for a period of sixty days 
from all provisions of this title applicable to in- 
vestment companies as such. For cause shown, the 
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Commission by order may extend such period of 
exemption for an additional period or periods. 
Whenever the Commission, upon its own motion 
or upon application, finds that the circumstances 
which gave rise to the issuance of an order grant- 
ing an application under this paragraph no longer 
exist, the Commission shall by order revoke such 
order. 

(3) Any issuer all the outstanding securities 
of which (other than short-term paper and di- 
rectors’ qualifying shares) are directly or in- 
directly owned by a company excepted from the 
definition of investment company by paragraph 
(1) or (2) of this subsection. 

(c) Notwithstanding subsections (a) and (b), 
none of the following persons is an investment 
company within the meaning of this title: 

(1) Any issuer whose outstanding securities 
(other than short-term paper) are beneficially 
owned by not more than one hundred persons and 
which is not making and does not presently pro- 
pose to make a public offering of its securities. 
For the purposes of this paragraph, beneficial own- 
ership by a company shall be deemed to be bene- 
ficial ownership by one person; except that, if 
such company owns 10 per centum or more of the 
outstanding voting securities of the issuer, the 
beneficial ownership shall be deemed to be that of 
the holders of such company’s outstanding securi- 
ties (other than short-term paper). 

(2) Any person primarily engaged in the busi- 
ness of underwriting and distributing securities 
issued by other persons, selling securities to cus- 
tomers, and acting as broker, or any one or more 
of such activities, whose gross income normally is 
derived principally from such business and related 
activities. 

(3) Any bank or insurance company; any sav- 
ings and loan association, building and loan asso- 
ciation, cooperative bank, homestead association, 
or similar institution, or any receiver, conservator, 
liquidator, liquidating agent, or similar official or 
person thereof or therefor; any common trust 
fund or similar fund maintained by a bank exclu- 
sively for the collective investment and reinvest- 
ment of moneys contributed thereto by the bank in 
its capacity as a trustee, executor, administrator, or 
guardian; or any common trust fund or similar 
fund, established before the effective date of the 
Revenue Act of 1936 by a corporation which is 
supervised or examined by State or Federal author- 


ity having supervision over banks, if a majority 
of the units of beneficial interest in such fund, 
other than units owned by charitable or educa- 
tional institutions, are held under instruments 
providing for payment of income to one or more 
persons and of principal to another or others. 

(4) Any holding company affiliate, as defined in 
the Banking Act of 1933, which is under the super- 
vision of the Board of Governors of the Federal 
Reserve System by reason of the fact that such 
holding company affiliate holds a general voting 
permit issued to it by such Board prior to Janu- 
ary 1, 1940; and any holding company affiliate 
which is under such supervision by reason of the 
fact that it holds a general voting permit there- 
after issued to it by the Board of Governors and 
which is determined by such Board to be primarily 
engaged, directly or indirectly, in the business of 
holding the stock of, and managing or controlling, 
banks, banking associations, savings banks, or trust 
companies. The Commission shall be given ap- 
propriate notice prior to any such determination 
and shall be entitled to be heard. The definition 
of the term “control” in section 2 (a) shall not 
apply to this paragraph. 

(5) Any person substantially all of whose busi- 
ness is confined to making small loans, industrial 
banking, or similar businesses. 

(6) Any person who is not engaged in the busi- 
ness of issuing face-amount certificates of the in- 
stallment type or periodic payment plan certifi- 
cates, and who is primarily engaged in one or more 
of the following businesses: (A) Purchasing or 
otherwise acquiring notes, drafts, acceptances, 
open accounts receivable, and other obligations 
representing part or all of the sales price of mer- 
chandise, insurance, and services; (B) making 
loans to manufacturers, wholesalers, and retailers 
of, and to prospective purchasers of, specified mer- 
chandise, insurance, and services; and (C) pur- 
chasing or otherwise acquiring mortgages and 
other liens on and interests in rea] estate. 

(7) Any company primarily engaged, directly 
or through majority-owned subsidiaries, in one or 
more of the businesses described in paragraphs 
(3), (5), and (6), or in one or more of such busi- 
nesses (from which not less than 25 per centum 
of such company’s gross income during its last fis- 
cal year was derived) together with an additional 
business or businesses other than investing, rein- 
vesting, owning, holding, or trading in securities. 
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(8) Any company 90 per centum or more of the 
value of whose investment securities are repre- 
sented by securities of a single issuer included 
within a class of persons enumerated in paragraph 
(5), (6), or (7). 

(9) Any company subject to regulation under 
the Interstate Commerce Act, or any company 
whose entire outstanding capital stock is owned or 
controlled by such a company: Provided, That the 
assets of the controlled company consist substan- 
tially of securities issued by companies which are 
subject to regulation under the Interstate Com- 
merce Act. 

(10) Any company with a registration in effect 
as a holding company under the Public Utility 
Holding Company Act of 1935. 

(11) Any person substantially all of whose busi- 
ness consists of owning or holding oil, gas, or other 
mineral royalties or leases, or fractional interests 
therein, or certificates of interest or participation 
in or investment contracts relative to such royal- 
ties, leases, or fractional interests. 

(12) Any company organized and operated ex- 
clusively for religious, educational, benevolent, 
fraternal, charitable, or reformatory purposes, no 
part of the net earnings of which inures to the 
benefit of any private shareholder or individual. 

(13) Any employees’ stock bonus, pension, or 
profit-sharing trust which meets the conditions of 
section 165 of the Internal Revenue Code, as 
amended. 

(14) Any voting trust the assets of which con- 
sist exclusively of securities of a single issuer 
which is not an investment company. 

(15) Any security holders’ protective commit- 
tee or similar issuer having outstanding and issu- 
ing no securities other than certificates of deposit 
and short-term paper. 


Classification of Investment Companies 


Sec. 4. For the purposes of this title, investment 
companies are divided into three principal classes, 
defined as follows : 

(1) “Face-amount certificate company” means 
an investment company which is engaged or pro- 
poses to engage in the business of issuing face- 
amount certificates of the installment type, or 
which has been engaged in such business and has 
any such certificate outstanding. 

(2) “Unit investment trust” means an invest- 
ment company which (A) is organized under a 
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trust indenture, contract of custodianship or 
agency, or similar instrument, (B) does not have 
a board of directors, and (C) issues only redeema. 
ble securities, each of which represents an un- 
divided interest in a unit of specified securities; 
but does not include a voting trust. 

(3) “Management company” means any invest- 
ment company other than a face-amount certifi- 
cate company or a unit investment trust. 


Subclassification of Management Companies 


Sec. 5. (a) For the purposes of this title, man- 
agement companies are divided into open-end and 
closed-end companies, defined as follows: 

(1) “Open-end company” means a manage- 
ment company which is offering for sale or has 
outstanding any redeemable security of which 
it is the issuer. 

(2) “Close-end company” means any man- 
agement company other than an open-end 
company. ~ 

(b) Management companies are further divided 
into diversified companies and non-diversified 
companies, defined as follows: 

(1) “Diversified company” means a man- 
agement company which meets the following 
requirements: At least 75 per centum of the 
value of its total assets is represented by cash 
and cash items (including receivables), Gov- 
ernment securities, securities of other invest- 
ment companies, and other securities for the 
purposes of this calculation limited in respect 
of any one issuer to an amount not greater in 
value than 5 per centum of the value of the 
total assets of such management company and 
to not more than 10 per centum of the out- 
standing voting securities of such issuer. 

(2) “Non-diversified company” means any 
management company other than a diversified 
company. 

(c) A registered diversified company which at 
the time of its qualification as such meets the re- 
quirements of paragraph (1) of subsection (b) 
shall not lose its status as a diversified company 
because of any subsequent discrepancy between the 
value of its various investments and the require- 
ments of said paragraph, so long as any such dis- 
crepancy existing immediately after its acquisition 
of any security or other property is neither wholly 
nor partly the result of such acquisition. 
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Exemptions 


Sec. 6. (a) The following investment companies 
are exempt from the provisions of this title: 

(1) Any company organized or otherwise 
created under the laws of and having its principal 
ofice and place of business in Alaska, Hawaii, 
Puerto Rico, the Philippine Islands, the Canal 
Zone, the Virgin Islands, or any other possession 
of the United States; but such exemption shall ter- 
minate if any security of which such company is 
the issuer is offered for sale or sold after the effec- 
tive date of this title, by such company or an 
underwriter therefor, to a resident of any State 
other than the State in which such company is 
organized. 

(2) Any company for which, in a proceeding in 
any court of the United States or of a State, a 
receiver, trustee in bankruptcy, or similar officer 
had been appointed or elected prior to the effective 
date of this title, and every such officer so ap- 
pointed or elected prior to the effective date of this 
title; but such exemption shall continue only so 
long as (A) the conduct of such company’s busi- 
ness remains subject to the supervision of such 
court or officer thereof, and (B) such company does 
not sell exclusively for cash any security of which 
it is the issuer, except short-term paper and ordi- 
nary receiver’s or trustee’s certificates. 

(3) Any company which since the effective date 
of this title or within five years prior to such date 
has been reorganized under the supervision of a 
court of competent jurisdiction, if (A) such com- 
pany was not an investment company at the com- 
mencement of such reorganization proceedings, 
(B) at the conclusion of such proceedings all out- 
standing securities of such company were owned 
by creditors of such company or by persons to 
whom such securities were issued on account of 
creditors’ claims, and (C) more than 50 per centum 
of the voting securities of such company, and 
securities representing more than 50 per centum of 
the net asset value of such company, are currently 
owned beneficially by not more than twenty-five 
persons ; but such exemption shall terminate if any 
security of which such company is the issuer is 
offered for sale or sold to the public after the con- 
clusion of such proceedings by the issuer or by or 
through any underwriter. For the purposes of 
this paragraph, any new company organized as 
part of the reorganization shall be deemed the same 
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company as its predecessor; and beneficial owner- 
ship shall be determined in the manner provided 
in section 3 (c) (1). 

(4) Any issuer as to which there is outstanding 
a writing filed with the Commission by the Federal 
Savings and Loan Insurance Corporation stating 
that exemption of such issuer from the provisions 
of this title is consistent with the public interest 
and the protection of investors and is necessary 
or appropriate by reason of the fact that such is- 
suer holds or proposes to acquire any assets or any 
product of any assets which have been segregated 
(A) from assets of any company which at the filing 
of such writing is an insured institution within the 
meaning of section 401 (a) of the National Hous- 
ing Act, as heretofore or hereafter amended, or 
(B) asa part of or in connection with any plan for 
or condition to the insurance of accounts of any 
company by said corporation or the conversion of 
any company into a Federal savings and loan as- 
sociation.. Any such writing shall expire when 
canceled by a writing similarly filed or at the ex- 
piration of two years after the date of its filing, 
whichever first occurs; but said corporation may, 
nevertheless, before, at, or after the expiration of 
any such writing file another writing or writings 
with respect to such issuer. 

(5) Any company which prior to March 15, 
1940, was and now is a wholly-owned subsidiary 
of a registered face-amount certificate company 
and was prior to said date and now is organized 
and operating under the insurance laws of any 
State and subject to supervision and examination 
by the insurance commissioner thereof, and which 
prior to March 15, 1940, was and now is engaged, 
subject to such laws, in business substantially all 
of which consists of issuing and selling only to resi- 
dents of such State and investing the proceeds 
from, securities providing for or representing 
participations or interests in tangible assets con- 
sisting of mortgages or other liens on real estate or 
notes or bonds secured thereby or in a fund or 
deposit of mortgages or other liens on real estate 
or notes or bonds secured thereby or having out- 
standing such securities so issued and sold. 

(b) Upon application by any employees’ secu- 
rity company, the Commission shall by order 
exempt such company from the provisions of this 
title and of the rules and regulations hereunder, 
if and to the extent that such exemption is con- 
sistent with the protection of investors. In deter- 
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mining the provisions to which such an order of 
exemption shall apply, the Commission shall give 
due weight, among other things, to the form of 
organization and the capital structure of such com- 
pany, the persons by whom its voting securities, 
evidences of indebtedness, and other securities are 
owned and controlled, the prices at which securities 
issued by such company are sold and the sales load 
thereon, the disposition of the proceeds of such 
sales, the character of the securities in which such 
proceeds are invested, and any relationship be- 
tween such company and the issuer of any such 
security. 

(c) The Commission, by rules and regulations 
upon its own motion, or by order upon application, 
may conditionally or unconditionally exempt any 
person, security, or transaction, or any class or 
classes of persons, securities, or transactions, from 
any provision or provisions of this title or of any 
rule or regulation thereunder, if and to the extent 
that such exemption is necessary or appropriate 
in the public interest and consistent with the pro- 
tection of investors and the purposes fairly in- 
tended by the policy and provisions of this title. 

(d) The Commission, by rules and regulations 
or order, shall exempt a closed-end investment 
company from any or all provisions of this title, 
but subject to such terms and conditions as may 
be necessary or appropriate in the public interest 
or for the protection of investors, if— 

(1) the aggregate sums received by such 
company from the sale ofall its outstanding 
securities, plus the aggregate offering price 
of all securities of which such company is the 
issuer and which it proposes to offer for sale, 
do not exceed $100,000 ; 

(2) no security of which such company is 
the issuer has been or is proposed to be sold 
by such company or any underwriter therefor, 
in connection with a public offering, to any 
person who is not a resident of the State under 
the laws of which such company is organized 
or otherwise created ; and 

(3) such exemption is not contrary to the 
public interest or inconsistent with the pro- 
tection of investors. 

(e) If, in connection with any rule, regulation, 
or order under this section exempting any invest- 
ment company from any provision of section 7, the 
Commission deems it necessary or appropriate in 
the public interest or for the protection of investors 
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that certain specified provisions of this title per- 
taining to registered investment companies shal] 
be applicable in respect of such company, the pro- 
visions so specified shall apply to such company, 
and to other persons in their transactions and rela- 
tions with such company, as though such,company 
were a registered investment company. 


Transactions By Unregistered Investment 
Companies 


Sec. 7. (a) No investment company organized 
or otherwise created under the laws of the United 
States or of a State and having a board of direc- 
tors, unless -registered under section 8, shall di- 
rectly or indirectly — 

(1) offer for sale, sell, or deliver after 
sale, by the use of the mails or any means 
or instrumentality of interstate commerce, 
any security or any interest in a security, 
whether the issuer of such security is such 
investment company or another person; or 
offer for sale, sell, or deliver after sale any 
such security or interest, having reason to 
believe that such security or interest will be 
made the subject of a public offering by use 
of the mails or any means or instrumentality 
of interstate commerce ; 

(2) purchase, redeem, retire, or otherwise 
acquire or attempt to acquire, by use of the 
mails or any means or instrumentality of in- 
terstate commerce, any security or any inter- 
est in a security, whether the issuer of such 
security is such investment company or an- 
other person ; 

(3) control any investment company which 
does any of the acts enumerated in para- 
graphs (1) and (2) ; 

(4) engage in any business in interstate 
commerce}; or 

(5) control any company which is engaged 
in any business in interstate commerce. 

The provisions of this subsection (a) shall not 
apply to transactions of an investment company 
which are merely incidental to its dissolttion. 

(b) No depositor or trustee of or underwriter 
for any investment company, organized or other- 
wise created under the laws of the United States 
or of a State and not having a board of direc- 
tors, unless such company is registered under sec- 
tion 8 or exempt under section 6, shall directly 
or indirectly— 





( 
by 
me! 
ity 
con 
or | 
ter 
cur 
a Pp 
me 
me 

{ 
or 
or 
col 
sec 
or 


suc 
me 
me 
by 
The p1 
apply 
tal to | 
(c) 
compa: 
moter, 
or ins 
rectly ‘ 
after s 
any pr 
such a 
(d) 
or oth 
States 
of or | 
ganize 
or an) 
comm«e 
sell, o 
public 
pany 
sions | 
Comm 
an in’ 
create 
issue 
mittin 
and t 
use 0! 





SEC LEGISLATION 425 


(1) offer for sale, sell, or deliver after sale, 
by use of the mails or any means or instru- 
mentality of interstate commerce, any secur- 
ity or any interest in a security of which such 
company is the issuer; or offer for sale, sell, 
or deliver after sale any such security or in- 
terest, having reason to believe that such se- 
curity or interest will be made the subject of 
a public offering by use of the mails or any 
means or instrumentality of interstate com- 
merce ; 

(2) purchase, redeem, or otherwise acquire 
or attempt to acquire, by use of the mails 
or any means or instrumentality of interstate 
commerce, any security or any interest in a 
security of which such company is the issuer; 
or 

(3) sell or purchase for the account of 
such company, by use of the mails or any 
means or instrumentality of interstate com- 
merce, any security or interest in a security, 
by whomever issued. 

The provisions of this subsection (b) shall not 
apply to transactions which are merely inciden- 
tal to the dissolution of an investment company. 

(c) No promoter of a proposed investment 
company, and no underwriter for such a pro- 
moter, shall make use of the mails or any means 
or instrumentality of interstate commerce, di- 
rectly or indirectly, to offer for sale, sell, or deliver 
after sale, in connection with a public offering, 
any preorganization certificate or subscription for 
such a company. 

(d) No investment company, unless organized 
or otherwise created under the laws of the United 
States or of a State, and no depositor or trustee 
of or underwriter for such a company not so or- 
ganized or created, shall make use of the mails 
or any means or instrumentality of interstate 
commerce, directly or indirectly, to offer for sale, 
sell, or deliver after sale, in connection with a 
public offering, any security of which such com- 
pany is the issuer. Notwithstanding the provi- 
sions of this subsection and of section 8 (a), the 
Commission is authorized, upon application by 
an investment company organized or otherwise 
created under the laws of a foreign country, to 
issue a conditional or unconditional order per- 
mitting such company to register under this title 
and to make a public offering of its securities by 
use of the mails and means or instrumentalities 


of interstate commerce, if the Commission finds 
that, by reason of special circumstances or ar- 
rangements, it is both legally and practically fea- 
sible effectively to enforce the provisions of this 
title against such company and that the issuance 
of such order is otherwise consistent with the pub- 
lic interest and the protection of investors. 


Registration of Investment Companies 


Sec. 8. (a) Any investment company organized 
or otherwise created under the laws of the United 
States or of a State may register for the pur- 
poses of this title by filing with the Commission 
a notification of registration in such form as the 
Commission shall by rules and regulations pre- 
scribe as necessary or appropriate in the public 
interest or for the protection of investors. An 
investment company shall be deemed to be reg- 
istered upon receipt by the Commission of such 
notification of registration. 

(b) Every registered investment company shall 
file with the Commission, within such reasonable 
time after registration as the Commission shall 
fix by rules and regulations, an original and such 
copies of a registration statement, in such form 
and containing such of the following information 
and documents as the Commission shall by rules 
and regulations prescribe as necessary or appro- 
priate in the public interest or for the protection 
of investors: 

(1) a recital of the policy of the regis- 
trant in respect of each of the following types 
of activities, such recital consisting in each 
case of a statement whether the registrant 
reserves freedom of action to engage in 
activities of such type, and if such freedom 
of action is reserved, a statement briefly in- 
dicating, insofar as is practicable, the extent 
to which the registrant intends to engage 
therein: (A) the classification and subclassi- 
fications, as defined in sections 4 and 5, 
within which the registrant proposes to op- 
erate; (B) borrowing money; (C) the issu- 
ance of senior securities; (D) engaging in 
the business of underwriting securities is- 
sued by other persons; (E) concentrating 
investments in a particular industry or group 
of industries; (F) the purchase and sale of 
real estate and commodities, or either of 
them; (G) making loans to other persons; 
and (H) portfolio turn-over (including a 
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statement showing the aggregate dollar 
amount of purchases and sales of portfolio 
securities, other than Government securities, 
in each of the last three full fiscal years pre- 
ceding the filing of such registration state- 
ment) ; 

(2) a recital of the policy of the registrant 
in respect of matters, not enumerated in 
paragraph (1), which the registrant deems 
matters of fundamental policy and elects to 
treat as such; 

(3) the name and address of each affili- 
ated person of the registrant; the name and 
principal address of every company, other 
than the registrant, of which each such per- 
son is an officer, director, or partner; a brief 
statement of the business experience for the 
preceding five years of each officer and di- 
rector of the registrant; and 

(4) the information and documents which 
would be required to be filed in order to reg- 
ister under the Securities Act of 1933 and 
the Securities Exchange Act of 1934 all se- 
curities (other than short-term paper) which 
the registrant has outstanding or proposes 
to issue. 

(c) The Commission shall make provision, by 
permissive rules and regulations or order, for the 
filing of the following, or so much of the follow- 
ing as the Commission may designate, in lieu of 
the information and documents required pursuant 
to subsection (b) : 

(1) copies of the most recent registration 
statement filed by the registrant under the 
Securities Act of 1933 and currently effective 
under such Act, or if the registrant has not 
filed such a statement, copies of a registra- 
tion statement filed by the registrant under 
the Securities Exchange Act of 1934 and cur- 
rently effective under such Act; 

(2) copies of any reports filed by the regis- 
trant pursuant to section 13 or 15 (d) of the 
Securities Exchange Act of 1934; and 

(3) a report containing reasonably current 
information regarding the matters included 
in copies filed pursuant to paragraphs (1) 
and (2), and such further information re- 
garding matters not included in such copies 
as the Commission is authorized to require 
under subsection (b). 
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(d) if the registrant is a unit investment trust 
substantially all of the assets of which are securi. 
ties issued by another registered investment com. 
pany, the Commission is authorized to prescribe 
for the registrant, by rules and regulations or 
order, a registration statement which eliminates 
inappropriate duplication of information con. 
tained in the registration statement filed under 
this section by such other investment company. 

(e) If it appears to the Commission that a 
registered investment company has failed to file 
the registration statement required by this section 
or a report required pursuant to section 30 (a) 
or (b), or has filed such a registration statement 
or report but omitted therefrom material facts 
required to be stated therein, or has filed such a 
registration statement or report in violation of 
section 34 (b), the Commission shall notify such 
company by registered mail of the failure to file 
such registration statement or report, or of the 
respects in which such registration statement or 
report appears to be materially incomplete or mis- 
leading, as the case may be, and shall fix a date 
(in no event earlier than thirty days after the 
mailing of such notice) prior to which such com- 
pany may file such registration statement or report 
or correct the same. If such registration state- 
ment or report is not filed or corrected within the 
time so fixed by the Commission or any extension 
thereof, the Commission, after appropriate notice 
and opportunity for hearing, and upon such con- 
ditions and with such exemptions as it deems 
appropriate for the protection of investors, may 
by order suspend the registration of such company 
until such statement or report is filed or corrected, 
or may by order revoke such registration, if the 
evidence establishes— 

(1) that such company has failed to file a 
registration statement required by this section 
or a report required pursuant to section 30 
(a) or (b), or has filed such a registration 
statement or report but omitted therefrom 
material facts required to be stated therein, or 
has filed such a registration statement or re- 
port in violation of section 34 (b) ; and 

(2) that such suspension or revocation is 
in the public interest. 

(f) Whenever the Commission, on its own mo- 
tion or upon application, finds that a registered 
investment company has ceased to be an invest- 
ment company, it shal] so declare by order and 
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upon the taking effect of such order the registra- 
tion of such company shall cease to be in effect. If 
necessary for the protection of investors, an order 
under this subsection may be made upon appro- 
priate conditions. The Commission’s denial of 
any application under this subsection shall be by 
order. 


Ineligibility of Certain Affiliated Persons and 
Underwriters 


Sec. 9. (a) It shall be unlawful for any of the 
following persons to serve or act in the capacity 
of officer, director, member of an advisory board, 
investment adviser, or depositor of any registered 
investment company, or principal underwriter for 
any registered open-end company, registered unit 
investment trust, or registered face-amount cer- 
tificate company : 

(1) any person who within ten years has 
been convicted of any felony or misdemeanor 
involving the purchase or sale of any security 
or arising out of such person's conduct as an 
underwriter, broker, dealer, or investment ad- 
viser, or as an affiliated person, salesman, or 
employee of any investment company, bank, 
or insurance company ; 

(2) any person who, by reason of any mis- 
conduct, is permanently or temporarily en- 
joined by order, judgment, or decree of any 
court of competent jurisdiction from acting 
as an underwriter, broker, dealer, or invest- 
ment adviser, or as an affiliated person, sales- 
man, or employee of any investment company, 
bank, or insurance company, or from engag- 
ing in or continuing any conduct or practice 
in connection with any such activity or in 
connection with the purchase or sale of any 
security; or 

(3) a company any affiliated person of 
which is ineligible, by reason of paragraph 
(1) or (2), to serve or act in the foregoing 
capacities. 

For the purposes of paragraphs (1), (2), and (3) 
of this subsection, the term “investment adviser” 
shall include an investment adviser as defined in 
title II of this Act. 

(b) Any person who is ineligible, by reason of 
subsection (), to serve or act in the capacities 
enumerated in that subsection, may file with the 
Commission an application for an exemption from 
the provisions of that subsection. The Commis- 
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sion shall by order grant such application, either 
unconditionally or on an appropriate temporary 
or other conditional basis, if it is established that 
the prohibitions of subsection (a), as applied to 
such person, are unduly or disproportionately 
severe or that the conduct of such person has been 
such as not to make it against the public interest 
or protection of investors to grant such 
application. 


Affiliations of Directors 


Sec. 10. (2) After one year from the effective 
date of this title, no registered investment com- 
pany shall have a board of directors more than 
60 per centum of the members of which are per- 
sons who are investment advisers of, affiliated 
persons of an investment adviser of, or officers or 
employees of, such registered company. 

(b) After one year from the effective date of 
this title, no registered investment company 
shall— 

(1) employ as regular broker any director, 
officer, or employee of such registered com- 
pany, or any person of which any such direc- 
tor, officer, or employee is an affiliated person, 
unless a majority of the board of directors of 
such registered company shall be persons who 
are not such brokers or affiliated persons of 
any of such brokers; 

(2) use as a principal underwriter of se- 
curities issued by it any director, officer, or 
employee of such registered company or any 
person of which any such director, officer, or 
employee is an affiliated person, unless a ma- 
jority of the board of directors of such regis- 
tered company shall be persons who are not 
such principal underwriters or affiliated per- 
sons of any of such principal underwriters; 
or 

(3) have as director, officer, or employee 
any investment banker, or any affiliated per- 
son of an investment banker, unless a ma- 
jority of the board of directors of such 
registered company shall be persons who 
are not investment bankers or affiliated 
persons of any investment banker. For the 
purposes of this paragraph, a person shall not 
be deemed an affiliated person of an invest- 
ment banker solely by reason of the fact that 
he is an affiliated person of a company of 
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the character described in section 12 (d) (3) 
(A) and (B). 

(c) After the effective date of this title, no 
registered investment company shall have a ma- 
jority of its board of directors consisting of per- 
sons who are officers or directors of any one bank: 
Provided, That, if on March 15, 1940, any regis- 
tered investment company shall have had a ma- 
jority of its directors consisting of persons who 
are directors, officers, or employees of any one 
bank, such registered company may continue to 
have the same percentage of its board of directors 
consisting of persons who are directors, officers, 
or employees of such bank. 

(d) Notwithstanding subsection (a) and sub- 
section (b) (2), a registered investment company 
may have a board of directors all the members of 
which, except one, are affiliated persons of the 
investment adviser of such company, or are officers 
or employees of such company, if— 

(1) such investment company is an open- 
end company ; 

(2) such investment adviser is registered 
under title II of this Act and such invest- 
ment adviser is engaged principally in the 
business of rendering investment supervisory 
services as defined in title II; . 

(3) no sales load is charged on securities 
issued by such investment company; 

(4) any premium over net asset value 
charged by such company upon the issuance 
of any such security, plus any discount from 
net asset value charged on redemption 
thereof, shall not in the aggregate exceed 2 
per centum; 

(5) no sales or promotion expenses are in- 
curred by such registered company; but ex- 
penses incurred in complying with laws 
regulating the issue or sale of securities shall 
not be deemed sales or promotion expenses; 

(6) such investment adviser is the only in- 
vestment adviser to such investment company, 
and such investment adviser does not receive 
a management fee exceeding 1 per centum 
per annum of the value of such company’s 
net assets averaged over the year or taken 
as of a definite date or dates within the year: 

(7) all executive salaries and executive ex- 
penses and office rent of such investment com- 
pany are paid by such investment adviser; 
and 
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(8) such investment company has only one 
class of stock outstanding, each share of which 
has equal voting rights with every other 
share. 

(e) If by reason of the death, disqualification, 
or bona fide resignation of any director or direc- 
tors, the requirements of the foregoing provisions 
of this section in respect of directors shall not be 
met by a registered investment company, the’ op- 
eration of such provisions shall be suspended as to 
such registered company for a period of thirty 
days if the vacancy or vacancies may be filled by 
action of the board of directors, and for a period 
of sixty days if a vote of stockholders is required 
to fill the vacancy or vacancies, or for such longer 
period as the Commission may prescribe, by rules 
and regulations upon its own motion or by order 
upon application, as not inconsistent with the pro- 
tection of investors. 

(f) No registered investment company shall 
knowingly purchase or otherwise acquire, during 
the existence of any underwriting or selling syndi- 
cate, any security (except a security of which such 
company is the issuer) a principal underwriter of 
which is an officer, director, member of an advisory 
board, investment adviser, or employee of such 
registered company, or is a person (other than a 
company of the character described in section 12 
(d) (3) (A) and (B)) of which any such officer, 
director, member of an advisory board, investment 
adviser, or employee is an affiliated person, unless 
in acquiring such security such registered com- 
pany is itself acting as a principal underwriter for 
the issuer. The Commission, by rules and regula- 
tions upon its own motion or by order upon appli- 
‘cation, may conditionally. or unconditionally 
exempt any transaction or classes of transactions 
from any of the provisions of this subsection, if 
and to the extent that such exemption is consistent 
with the protection of investors. 

(gz) In the case of a registered investment com- 
pany which has an advisory board, such board, as 
a distinct entity, shall be subject to the same re- 
strictions as to its membership as are imposed 
upon a board of directors by this section. 

(h) In the case of a registered management 
company which is an unincorporated company 
not having a board of directors, the provisions of 
this section shall apply as follows: 

(1) the provisions of subsection (a), as 
modified by subsection (e), shall apply to the 
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board of directors of the depositor of such 
company ; 

(2) the provisions of subsections (b) and 
(c), as modified by subsection (e), shall apply 
to the board of directors of the depositor and 
of every investment adviser of such company ; 
and 

(3) the provisions of subsection (f) shall 
apply to purchases and other acquisitions for 
the account of such company of securities a 
principal underwriter of which is the deposi- 
tor or an investment adviser of such company, 
or an affiliated person of such depositor or 
investment adviser. 


Offers of Exchange 


Sec. 11. (a) It shall be unlawful for any regis- 
tered open-end company or any principal under- 
writer for such a company to make or cause to 
be made an offer to the holder of a security of 
such company or of any other open-end invest- 
ment company to exchange his security for a se- 
curity in the same or another such company on any 
basis other than the relative net asset values of 
the respective securities to be exchanged, unless 
the terms of the offer have first been submitted 
to and approved by the Commission or are in 
accordance with such rules and regulations as 
the Commission may have prescribed in respect 
of such offers which are in effect at the time such 
offer is made. For the purposes of this section, 
(A) an offer by a principal underwriter means an 
offer communicated to holders of securities of a 
class or series but does not include an offer made 
by such principal underwriter to an individual 
investor in the course of a retail business con- 
ducted by such principal underwriter, and (B) 
the net asset value means the net asset value which 
is in effect for the purpose of determining the 
price at which the securities, or class or series of 
securities involved, are offered for sale to the 
public either (1) at the time of the receipt by 
the offeror of the acceptance of the offer or (2) 
at such later times as is specified in the offer. 

(b) The provisions of this section shall not 
apply to any offer made pursuant to (1) any plan 
of reorganization, which is submitted to and re- 
quires the approval of the holders of at least 
a majority of the outstanding shares of the class 
or series to which the security owned by the offerce 
belongs; or (2) the right of conversion, at the 
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option of the holder, from one class or series into 
another class or series of securities issued by the 
same company upon such terms as are specified 
in the charter, certificate of incorporation, articles 
of association, by-laws, or trust indenture subject 
to which the securities to be converted were issued 
or are to be issued. 

(c) The provisions of subsection (a) shall be 
applicable, irrespective of the basis of exchange, 
(1) to any offer of exchange of any security of 
a registered open-end company for a security of a 
registered unit investment trust or registered face- 
amount certificate company; and (2) to any type 
of offer of exchange of the securities of registered 
unit investment trusts or registered face-amount 
certificate companies for the securities of any 
other investment company. 


Functions and Activities of Investment 
Companies 


Src. 12. (a) It shall be unlawful for any regis- 
tered investment company, in contravention of 
such rules and regulations or orders as the Com- 
mission may prescribe as necessary or appropriate 
in the public interest or for the protection of 
investors— 

(1) to purchase any security on margin, ex- 
cept such short-term credits as are necessary 
for the clearance of transactions; 

(2) to participate on a joint or a joint and 
several basis in any trading account in securi- 
ties, except in connection with an underwrit- 
ing in which such registered company is a 
participant; or 

(3) to effect a short sale of any security, 
except in connection with an underwriting in 
which such registered company is a par- 
ticipant. 

(b) It shall be unlawful for any registered 
open-end company (other than a company com- 
plying with the provisions of section 10 (d)) 
to act as a distributor of securities of which it is 
the issuer, except through an underwriter, in con- 
travention of such rules and regulations as the 
Commission may prescribe as necessary or ap- 
propriate in the public interest or for the pro- 
tection of investors. 

(c) It shall be unlawful for any registered 
diversified company to make any commitment as 
underwriter, if immediately thereafter the amount 
of its outstanding underwriting commitments, plus 
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the value of its investments in securities of issuers 
(other than investment companies) of which it 
owns more than 10 per centum of the outstanding 
voting securities, exceeds 25 per centum of the 
value of its total assets. 

(d) It shall be unlawful for any registered in- 
vestment company and any company or companies 
controlled by such registered investment company 
to purchase or otherwise acquire after the enact- 
ment of this title any security issued by or any 
other interest in the business of— 

(1) any other investment company of 
which such registered investment company 
and any company or companies controlled by 
such registered company shall not at the time 
of such purchase or acquisition own in the ag- 
gregate at least 25 per centum of the total out- 
standing voting stock, if such registered 
investment company and any company or 
companies controlled by it own in the aggre- 
gate or as a result of such purchase or acquisi- 
tion will own in the aggregate more than 5 per 
centum of the total outstanding voting stock 
of such other investment company if the policy 
of such other investment company is the con- 
centration of investments in a particular in- 
dustry or group of industries, or more than 3 
per centum of the total outstanding voting 
stock of such other investment company if the 
policy of such other investment company is 
not the concentration of investments in a par- 
ticular industry or group of industries, except 
(A) a security received as a dividend or as a 
result of an offer of exchange approved pur- 
suant to section 11 or of a plan of reorganiza- 
tion of any company (other than a plan 
devised for the purpose of evading the fore- 
going provisions), or (B) a security pur- 
chased with the proceeds of payments on 
periodic payment plan certificates, pursuant 
to the terms of the trust indenture under which 
such certificates are issued ; or 

(2) any insurance company of which such 
registered investment company and any com- 
pany or companies controlled by such reg- 
istered company shall not at the time of such 
purchase or acquisition own in the aggregate 
at least 25 per centum of the total outstanding 
voting stock, if such registered company and 
any company or companies controlled by it 


own in the aggregate or as a result of such pur- 
chase or acquisition will own in the aggregate 
more than 10 per centum of the total outstand- 
ing voting stock of such insurance company, 
except a security received as a dividend or as 
a result of a plan of reorganization of any 
company (other than a plan devised for the 
purpose of evading the foregoing provisions) ; 
or 

(3) any person who is a broker, a dealer, 
is engaged in the business of underwriting, or 
is either an investment adviser of an invest- 
ment company or an investment adviser reg- 
istered under title II of this Act, unless (A) 
such person is a corporation all the outstand- 
ing securities of which (other than short-term 
paper, securities representing bank loans and 
directors’ qualifying shares) are, or after such 
acquisition will be, owned by one or more reg- 
istered investment companies; and (B) such 
person is primarily engaged in the business of 
underwriting and distributing securities is- 
sued by other persons, selling securities to 
customers, or any one or more of such or re- 
lated activities, and the gross income of such 
person normally is derived principally from 
such business or related activities. 

(e) Notwithstanding any provisions of this 
title, any registered investment company may 
hereafter purchase or otherwise acquire any se- 
curity issued by any one corporation engaged or 
proposing to engage in the business of underwrit- 
ing, furnishing capital to industry, financing pro- 
motional enterprises, purchasing securities of 
issuers for which no ready market is in existence, 
and reorganizing companies or similar activities; 
provided— 

(1) That the securities issued by such cor- 
poration (other than short-term paper and 
securities representing bank loans) shall con- 
sist solely of one class of common stock and 
shall have been originally issued or sold for 
investment to registered investment companies 
only; 

(2) That the aggregate cost of the securi- 
ties of such corporation purchased by such 
registered investment company does not ex- 
ceed 5 per centum of the value of the total 
assets of such registered company at the time 
of any purchase or acquisition of such securi- 
ties; and 
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(3) That the aggregate paid-in capital and 
surplus of such corporation does not exceed 
$100,000,000. 

For the purpose of paragraph (1) of section 5 (b) 
any investment in any such corporation shall be 
deemed to be an investment in an investment 
company. 

(f) Notwithstanding any provisions of this 
Act, any registered face-amount certificate com- 
pany may organize not more than two face-amount 
certificate companies and acquire and own all or 
any part of the capital stock only thereof if such 
stock is acquired and held for investment: Pro- 
vided, That the aggregate cost to such registered 
company of all such stock so acquired shall not ex- 
ceed six times the amount of the minimum capital 
stock requirement provided in subdivision (1) of 
subsection (a) of section 28 for a face-amount 
company organized on or after March 15, 1940: 
And provided further, That the aggregate cost to 
such registered company of all such capital stock 
issued by face-amount certificate companies or- 
ganized or otherwise created under laws other than 
the laws of the United States or any State thereof 
shall not exceed twice the amount of the minimum 
capital stock requirement provided in subdivision 
(1) of subsection (a) of section 28 for a company 
organized on or after March 15, 1940. Nothing 
contained in this subsection shall be deemed to 
prevent the sale of any such stock to any other per- 
son if the original purchase was made by such reg- 
istered face-amount certificate company in good 
faith for investment and not for resale. 

(g) Notwithstanding the provisions of this sec- 
tion any registered investment company and any 
company or companies controlled by such regis- 
tered company may purchase or otherwise acquire 
from another investment company or any com- 
pany or companies controlled by such registered 
company more than 10 per centum of the total out- 
standing voting stock of any insurance company 
owned by any such company or companies, or may 
acquire the securities of any insurance company 
if the Commission by order determines that such 
acquisition is in the public interest because the 
financial condition of such insurance company will 
be improved as a result of such acquisition or any 
plan contemplated as a result thereof. This sec- 
tion shall not be deemed to prohibit the promotion 
of a new insurance company or the acquisition of 
the securities of any newly created insurance com- 
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pany by a registered investment company, alone or 
with other persons. Nothing contained in this 
section shall in any way affect or derogate from 
the powers of any insurance commissioner or simi- 
lar official or agency of the United States or any 
State, or to affect the right under State law of any 
insurance company to acquire securities of any 
other insurance company or insurance companies. 


Changes in Investment Policy 


Src. 13. (a) No registered investment company 
shall, unless authorized by the vote of a majority 
of its outstanding voting securities— 

(1) change its subclassification as defined 
in section 5 (a) (1) and (2) of this title or its 
subclassification from a diversified to a non- 
diversified company ; 

(2) borrow money, issue senior securities, 
underwrite securities issued by other persons, 
purchase or sell real estate or commodities or 
make loans to other persons, except in each 
case in accordance with the recitals of policy 
contained in its registration statement in re- 
spect thereto; 

(3) deviate from its policy in respect of 
concentration of investments in any particu- 
lar industry or group of industries as recited 
in its registration statement, or deviate from 
any fundamental policy recited in its regis- 
tration statement pursuant to section 8 (b) 
(2); or 

(4) change the nature of its business so as 
to cease to be an investment company. 

(b) In the case of a common-law trust of the 
character described in subsection (b) of section 
16, either written approval by holders of a ma- 
jority of the outstanding shares of beneficial in- 
terest or the vote of a majority of such outstand- 
ing shares cast in person or by proxy at a meeting 
called for the purpose shall for the purposes of 
subsection (a) be deemed the equivalent of the 
vote of a majority of the outstanding voting se- 
curities, and the provisions of paragraph (40) 
of section 2 (a) as to a majority shall be appli- 
cable to the vote cast at such a meeting. 


Size of Investment Companies 


Sec. 14. (a) No registered investment company 
organized after the date of enactment of this title, 
and no principal underwriter for such a company, 
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shall make a public offering of securities of which 
such company is the issuer, unless— 

(1) such company has a net worth of at 
least $100,000 ; 

(2) such company has previously made a 
public offering of its securities, and at the 
time of such offering had a net worth of at 
least $100,000; or 

(3) provision is made in connection with 
and as a condition of the registration of such 
securities under the Securities Act of 1933 
which in the opinion of the Commission ade- 
quately insures (A) that after the effective 
date of such registration statement such com- 
pany will not issue any security or receive 
any proceeds of any subscription for any se- 
curity until firm agreements have been made 
with such company by not more than twenty- 
five responsible persons to purchase from it 
securities to be issued by it for an aggregate 
net amount which plus the then net worth of 
the company, if any, will equal at least 
$100,000; (B) that said aggregate net amount 
will be paid in to such company before any 
subscriptions for such securities will be ac- 
cepted from any persons in excess of twenty- 
five; (C) that arrangements will be made 
whereby any proceeds so paid in, as well as 
any sales load, will be refunded to any sub- 
scriber on demand without any deduction, in 
the event that the net proceeds so received 
by the company do not result in the com- 
pany having a net worth of at least $100,000 
within ninety days after such registration 
statement becomes effective. 

At any time after the occurrence of the event 
specified in clause (C) of paragraph (3) of this 
subsection the Commission may issue a stop order 
suspending the effectiveness of the registration 
statement of such securities under the Securities 
Act of 1933 and may suspend or revoke the regis- 
tration of such company under this title. 

(b) The Commission is authorized, at such 
times as it deems that any substantial further in- 
crease in size of investment companies creates any 
problem involving the protection of investors or 
the public interest, to make a study and investiga- 
tion of the effects of size on the investment policy 
of investment companies and on security markets, 
on concentration of control of wealth and indus- 
try, and on companies in which investment com- 
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panies are interested, and from time to time to re. 
port the results of its studies and investigations 
and its recommendations to the Congress. 


Investment Advisory and Underwriting 
Contracts 


Sec. 15. (a) After one year from the effec- 
tive date of this title it shall be unlawful for any 
person to serve or act as investment adviser of 
a registered investment company, except pur- 
suant to a written contract, which contract, 
whether with such registered company or with 
an investment adviser of such registered com- 
pany, unless in effect prior to March 15, 1940, 
has been approved by the vote of a majority of 
the outstanding voting securities of such regis- 
tered company and— 

(1) precisely describes all compensation to 
be paid thereunder; 

(2) shall continue in effect for a period 
more than two years from the date of its 
execution, only so long as such continuance 
is specifically approved at least annually by 
the board of directors or by vote of a ma- 
jority of the outstanding voting securities of 
such company ; 

(3) provides, in substance, that it may be 
terminated at any time, without the payment 
of any penalty, by the board of directors of 
such registered company or by vote of a ma- 
jority of the outstanding voting securities 
of such company on not more than sixty days’ 
written notice to the investment adviser; and 

(4) provides, in substance, for its auto- 
matic termination in the event of its assign- 
ment by the investment adviser. 

(b) After one year from the effective date of 
this title, it shall be unlawful for any principal 
underwriter for a registered open-end company 
to offer for sale, sell, or deliver after sale any 
security of which such company is the issuer, 
except pursuant to a written contract with such 
company, which contract, unless in effect prior to 
March 15, 1940— 

(1) shall continue in effect for a period 
more than two years from the date of its 
execution, only so long as such continuance 
is specifically approved at least annually by 
the board of directors or by vote of a ma- 
jority of the outstanding voting securities of 
such company; and 
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(2) provides, in substance, for its auto- 
matic termination in the event of its assign- 
ment by such underwriter. 

(c) In addition to the requirements of sub- 
sections (a) and (b) it shall be unlawful for any 
registered investment company having a board 
of directors to enter into, renew, or perform any 
contract or agreement, written or oral, except a 
written agreement which was in effect prior to 
March 15, 1940, whereby a person undertakes 
regularly to serve or act as investment adviser 
of or principal underwriter for such company, 
unless the terms of such contract or agreement 
and any renewal thereof have been approved (1) 
by a majority of the directors who are not parties 
to such contract or agreement or affiliated persons 
of any such party, or (2) by the vote of a majority 
of the outstanding voting securities of such com- 
pany. 

(d) It shall be unlawful for any person— 

(1) to serve or act as investment adviser 
of a registered investment company, pur- 
suant to a written contract which was in effect 
prior to March 15, 1940, after March 15, 
1945, or the date of termination provided 
for in such contract, whichever is the prior 
date, or after assignment thereof subsequent 
to March 15, 1940, by the person acting as 
investment adviser thereunder; or 

(2) as principal underwriter for a regis- 
tered open-end investment company to offer 
for sale, sell, or deliver after sale any se- 
curity of which such company is the issuer, 
pursuant to a written contract which was in 
effect prior to March 15, 1940, after March 
15, 1945, or the date of termination provided 
for in such contract, whichever is the prior 
date, or after assignment thereof subsequent 
to March 15, 1940, by the person acting as 
principal underwriter thereunder: 

Provided, however, That the limitation to March 
15, 1945, shall not apply in either case if prior to 
that date such contract is renewed in such form 
that it complies with the requirements of sub- 
section (a) or (b) of this section, as the case 
may be, and is approved in the manner required 
by this section in respect of a contract of the 
same character made after March 15, 1940. 

(e) In the case of a common-law trust of the 
character described in subsection (b) of section 
16, either written approval by holders of a ma- 
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jority of the outstanding shares of beneficial 
interest or the vote of a majority of such 
outstanding shares cast in person or by proxy at 
a meeting called for the purpose shall for the pur- 
poses of this section be deemed the equivalent of 
the vote of a majority of the outstanding voting 
securities, and the provisions of paragraph (40) 
of section 2 (a) as toa majority shall be applicable 
to the vote cast at such a meeting. 

(f) Nothing contained in this section shall be 
deemed to require or contemplate any action by 
an advisory board of any registered company or 
by any of the members of such a board. 


Changes in Board of Directors; Provisions 
Relative to Strict Trusts 


Sec. 16. (2) No person shall serve as a director 
of a registered investment company unless elected 
to that office by the holders of the outstanding vot- 
ing securities of such company, at an annual or a 
special meeting duly called for that purpose; ex- 
cept that vacancies occurring between such meet- 
ings may be filled in any otherwise legal manner 
if immediately after filling any such vacancy at 
least two-thirds of the directors then holding office 
shall have been elected to such office by the holders 
of the outstanding voting securities of the com- 
pany at such an annual or special meeting. In the 
event that at any time less than a majority of the 
directors of such company holding office at that 
time were so elected by the holders of the outstand- 
ing voting securities, the board of directors or 
proper officer of such company shall forthwith 
cause to be held as promptly as possible and in any 
event within sixty days a meeting of such holders 
for the purpose of electing directors to fill any 
existing vacancies in the board of directors unless 
the Commission shall by order extend such period. 
The foregoing provisions of this subsection shall 
not apply to members of an advisory board. 

Nothing herein shall, however, preclude a reg- 
istered investment company from dividing its di- 
rectors into classes if its charter, certificate of 
incorporation, articles of association, by-laws, 
trust indenture, or other instrument or the law 
under which it is organized, so provides and pre- 
scribes the tenure of office of the several classes: 
Provided, That no class shall be elected for a 
shorter period than one year or for a longer period 
than five years and the term of office of at least one 
class shall expire each year. 
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(b) The provisions of subsection (a) of this 
section shall not apply to a common-law trust ex- 
isting on the date of enactment of this title under 
an indenture of trust which does not provide for 
the election of trustees by the shareholders. No 
natural person shall serve as trustee of such a 
trust, which is registered as an investment com- 
pany, after the holders of record of not less than 
two-thirds of the outstanding shares of beneficial 
interest in such trust have declared that he be re- 
moved from that office either by declaration in 
writing filed with the custodian of the securities 
of the trust or by votes cast in person or by proxy 
at a meeting called for the purpose. Solicitation 
of such a declaration shall be deemed a solicitation 
of a proxy within the meaning of section 20 (a). 

The trustees of such a trust shall promptly call 
a meeting of shareholders for the purpose of vot- 
ing upon the question of removal of any such 
trustee or trustees when requested in writing so to 
do by the record holders of not less than 10 per 
centum of the outstanding shares. 

Whenever ten or more shareholders of record 
who have been such for at least six months pre- 
ceding the date of application, and who hold in 
the aggregate either shares having a net asset 
value of at least $25,000 or at least 1 per centum 
of the outstanding shares, whichever is less, shall 
apply to the trustees in writing, stating that they 
wish to communicate with other shareholders with 
a view to obtaining signatures to a request for a 
meeting pursuant to this subsection (b) and ac- 
companied by a form of communication and re- 
quest which they wish to transmit, the trustees 
shall within five business days after receipt of such 
application either— 

(1) afford to such applicants access to a 
list of the names and addresses of all share- 
holders as recorded on the books of the trust; 
or 

(2) inform such applicants as to the ap- 
proximate number of shareholders of record, 
and the approximate cost of mailing to them 
the proposed communication and form of 
request. 

If the trustees elect to follow the course speci- 
fied in paragraph (2) of this subsection (b) the 
trustees, upon the written request of such appli- 
cants, accompanied by a tender of the material to 
be mailed and of the reasonable expenses of mail- 
ing, shall, with reasonable promptness, mail such 
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material to all shareholders of record at their ad- 
dresses as recorded on the books, unless within five 
business days after such tender the trustees shall 
mail to such applicants and file with the Commis- 
sion, together with a copy of the material to be 
mailed, a written statement signed by at least a 
majority of the trustees to the effect that in their 
opinion either such material contains untrue state- 
ments of fact or omits to state facts necessary to 
make the statements contained therein not mis- 
leading, or would be in violation of applicable 
law, and specifying the basis of such opinion, 

After opportunity for hearing upon the ob- 
jections specified in the written statement so 
filed, the Commission may, and if demanded by 
the trustees or by such applicants shall, enter an 
order either sustaining one or more of such ob- 
jections or refusing to sustain any of them. If 
the Commission shall enter an order refusing to 
sustain any of such objections, or if, after the 
entry of an order sustaining one or more of such 
objections, the Commission shall find, after notice 
and opportunity for hearing, that all objections 
so sustained have been met, and shall enter an 
order so declaring, the trustees shall mail copies 
of such material to all shareholders with reason- 
able promptness after the entry of such order and 
the renewal of such tender. 


Transactions of Certain Affiliated Persons 
and Underwriters 


Sec. 17. (a) It shall be unlawful for any af- 
filiated person or promoter of or principal under- 
writer for a registered investment company 
(other than a company of the character described 
in section 12 (d) (3) (A) and (B)), or any af- 
filiated person of such a person, promoter, or 
principal underwriter, acting as principal— 

(1) knowingly to sell any security or other 
property to such registered company or to 
any company controlled by such registered 
company, unless such sale involves solely 
(A) securities of which the buyer is the is- 
suer, (B) securities of which the seller is 
the issuer and which are part of a general 
offering to the holders of a class of its se- 
curities, or (C) securities deposited with the 
trustee of a unit investment trust or periodic 
payment plan by the depositor thereof; 

(2) knowingly to purchase from such reg- 
istered company, or from any company con- 
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trolled by such registered company, any se- 
curity or other property (except securities 
of which the seller is the issuer) ; or 

(3) to borrow money or other property 
from such registered company or from any 
company controlled by such registered com- 
pany (unless the borrower is controlled by 
the lender) except as permitted in section 
21 (b). 

(b) Notwithstanding subsection (a), any per- 
son may file with the Commission an application 
for an order exempting a proposed transaction 
of the applicant from one or more provisions of 
that subsection. The Commission shall grant 
such application and issue such order of exemp- 
tion if evidence establishes that— 

(1) the terms of the proposed transaction, 
including the consideration to be paid or re- 
ceived, are reasonable and fair and do not in- 
volve overreaching on the part of any per- 
son concerned ; 

(2) the proposed transaction is consistent 
with the policy of each registered investment 
company concerned, as recited in its regis- 
tration statement and reports filed under this 
title; and 

(3) the proposed transaction is consistent 
with the general purposes of this title. 

(c) Notwithstanding subsection (a), a person 
may, in the ordinary course of business, sell to 
or purchase from any company merchandise or 
may enter into a lessor-lessee relationship with 
any person and furnish the services incident 
thereto. 

(d) It shall be unlawful for any affiliated per- 
son of or principal underwriter for a registered 
investment company (other than a company of 
the character described in section 12 (d) (3) (A) 
and (B)), or any affiliated person of such a per- 
son or principal underwriter, acting as principal 
to effect any transaction in which such regis- 
tered company, or a company controlled by such 
registered company, is a joint or a joint and sev- 
eral participant with such person, principal 
underwriter, or affiliated person, in contravention 
of such rules and regulations as the Commission 
may prescribe for the purpose of limiting or pre- 
venting participation by such registered or con- 
trolled company on a basis different from or less 
advantageous than that of such other participant. 
Nothing contained in this subsection shall be 
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deemed to preclude any affiliated person from 
acting as manager of any underwriting syndi- 
cate or other group in which such registered or 
controlled company is a participant and receiving 
compensation therefor. 

(e) It shall be unlawful for any affiliated per- 
son of a registered investment company, or any 
affiliated person of such person— 

(1) acting as agent, to accept from any 
source any compensation (other than a reg- 
ular salary or wages from such registered 
company) for the purchase or sale of any 
property to or for such registered company 
or any controlled company thereof, except in 
the course of such person’s business as an 
underwriter or broker; or 

(2) acting as broker, in connection with 
the sale of securities to or by such regis- 
tered company or any controlled company 
thereof, to receive from any source a com- 
mission, fee, or other remuneration for ef- 
fecting such transaction which exceeds (A) 
the usual and customary broker’s commission 
if the sale is effected on a securities exchange, 
or (B) 2 per centum of the sales price if the 
sale is effected in connection with a second- 
ary distribution of such securities, or (C) 1 
per centum of the purchase or sale price of 
such securities if the sale is otherwise ef- 
fected unless the Commission shall, by rules 
and regulations or order in the public in- 
terest and consistent with the protection of 
investors, permit a larger commission. 

(f) Every registered management company 
shall place and maintain its securities and sim- 
ilar investments in the custody of (1) a bank hav- 
ing the qualifications prescribed in paragraph (1) 
of section 26 (a) for the trustees of unit invest- 
ment trusts; or (2) a company which is a mem- 
ber of a national securities exchange as defined 
in the Securities Exchange Act of 1934, subject 
to such rules and regulations as the Commission 
may from time to time prescribe for the protec- 
tion of investors; or (3) such registered com- 
pany, but only in accordance with such rules and 
regulations or orders as the Commission may from 
time to time prescribe for the protection of in- 
vestors. Rules, regulations, and orders of the 
Commission under this subsection, among other 
things, may make appropriate provision with re- 
spect to such matters as the earmarking, segre- 
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gation, and hypothecation of such securities and 
investments, and may provide for or require pe- 
riodic or other inspections by any or all of the 
following: Independent public accountants, em- 
ployees and agents of the Commission, and such 
other persons as the Commission may designate. 
No such member which trades in securities for its 
own account may act as custodian except in ac- 
cordance with rules and regulations prescribed 
by the Commission for the protection of investors. 

(g) The Commission is authorized to require 
by rules and regulations or orders for the pro- 
tection of investors that any officer and employee 
of a registered management investment company 
who may singly, or jointly with others, have ac- 
cess to securities or funds of any registered com- 
pany, either directly or through authority to draw 
upon such funds or to direct generally the disposi- 
tion of such securities, be bonded by a reputable 
fidelity insurance company against larceny and 
embezzlement in such reasonable minimum 
amounts as the Commission may prescribe. 

(h) After one year from the effective date of 
this title, neither the charter, certificate of in- 
corporation, articles of association, indenture of 
trust, nor the by-laws of any registered invest- 
ment company, nor any other instrument pur- 
suant to which such a company is organized or 
administered, shall contain any provision which 
protects or purports to protect any director or 
officer of such company against any liability to the 
company or to its security holders to which he 
would otherwise be subject by reason of willful 
misfeasance, bad faith, gross negligence or reck- 
less disregard of the duties involved in the conduct 
of his office. 

In the event that any such instrument does not 
at the effective date of this Act comply with the 
requirements of this subsection (h) and is not 
amended to comply therewith prior to the expira- 
tion of said one year, such company may never- 
theless continue to be a registered investment com- 
pany and shall not be deemed to violate this sub- 
section if prior to said expiration date each such 
director or officer shall have filed with the Com- 
mission a waiver in writing of any protective 
provision of the instrument to the extent that it 
does not comply with this subsection, and each 
such person subsequently elected or appointed 
shall before assuming office file a similar waiver. 
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(i) After one year from the effective date of 
this title no contract or agreement under which 
any person undertakes to act as investment ad. 
viser of, or principal underwriter for, a regis. 
tered investment company shall contain any pro- 
vision which proteets or purports to protect such 
person against any liability to such company or 
its security holders to which he would otherwise 
be subject by reason of willful misfeasance, bad 
faith, or gross negligence, in the performance of 
his duties, or by reason of his reckless disregard 
of his obligations and duties under such contract 
or agreement. 

In the event that any such contract or agree- 
ment does not at the effective date of this Act com- 
ply with the requirements of this subsection (j) 
and is not amended to comply therewith prior to 
the expiration of said one year, this subsection 
shall not be deemed to have been violated if prior 
to said expiration date each such investment ad- 
viser or principal underwriter shall have filed 
with the Commission a waiver in writing of any 
protective provision of the contract or agreement 
to the extent that it does not comply with this sub- 
section. 

Capital Structure 


Sec. 18. (a) It shall be unlawful for any regis- 
tered closed-end company to issue any class of 
senior security, or to sell any such security of 
which it is the issuer, unless— 

(1) if such class of senior security repre- 
sents an indebtedness— 

(A) immediately after such issuance 
or sale, it will have an asset coverage of 
at least 300 per centum ; 

(B) provision is made to prohibit the 
declaration of any dividend (except a 
dividend payable in stock of the issuer), 
or the declaration of any other distribu- 
tion, upon any class of the capital stock 
of such investment company, or the pur- 
chase of any such capital stock, unless, 
in every such case, such class of senior 
securities has at the time of the declara- 
tion of any such dividend or distribution 
or at the time of any such purchase an 
asset coverage of at least 300 per centum 
after deducting the amount of such divi- 
dend, distribution, or purchase price, as 
the case may be, except that dividends 
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may be declared upon any preferred stock 
if such senior security representing in- 
debtedness has an asset coverage of at 
least 200 per centum at the time of decla- 
ration thereof after deducting the amount 
of such dividend; and 

(C) provision is made either— 

(i) that, if on the last business day 
of each of twelve consecutive calen- 
dar months such class of senior secu- 
rities shall have an asset coverage of 
less than 100 per centum, the holders 
of such securities voting as a class 
shall be entitled to elect at least a 
majority of the members of the board 
of directors of such registered com- 
pany, such voting right to continue 
until such class of senior security 
shall have an asset coverage of 110 
per centum or more on the last busi- 
ness day of each of three consecutive 
calendar months, or 

(ii) that, if on the last business 
day of each of twenty-four consecu- 
tive calendar months such class of 
senior securities shall have an asset 
coverage of less than 100 per centum, 
an event of default shall be deemed 
to have occurred ; 

(2) if such class of senior security is a 


stock— 


(A) immediately after such issuance 
or sale it will have an asset coverage of 
at least 200 per centum ; 

(B) provision is made to prohibit the 
declaration of any dividend (except a 
dividend payable in common stock of the 
issuer), or the declaration of any other 
distribution, upon the common stock of 
such investment company,or the purchase 
of any such common stock, unless in every 
such case such class of senior security has 
at the time of the declaration of any such 
dividend or distribution or at the time of 
any such purchase an asset coverage of at 
least 200 per centum after deducting the 
amount of such dividend, distribution or 
purchase price, as the case may be; 

(C) provision is made to entitle the 
holders of such senior securities, voting as 
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a class, to elect at least two directors at all 
times, and, subject to the prior rights, if 
any, of the holders of any other class of 
senior securities outstanding, to elect a 
majority of the directors if at any time 
dividends on such class of securities shall 
be unpaid in an amount equal to two full 
years’ dividends on such securities, and 
to continue to be so represented until all 
dividends in arrears shall have been paid 
or otherwise provided for; 

(D) provision is made requiring ap- 
proval by the vote of a majority of such 
securities, voting as a class, of any plan 
of reorganization adversely affecting such 
securities or of any action requiring a vote 
of security holders as in section 13 (a) 
provided ; and 

(E) such class of stock shall have com- 
plete priority over any other class as to 
distribution of assets and payment of 
dividends, which dividends shall be cumu- 
lative. 

(b) The asset coverage in respect of a senior 
security provided for in subsection (a) may be 
determined on the basis of values calculated as of 
a time within forty-eight hours (not including 
Sundays or holidays) next preceding the time of 
such determination. The time of issue or sale 
shall, in the case of an offering of such securities 
to existing stockholders of the issuer, be deemed to 
be the first date on which such offering is made, 
and in all other cases shall be deemed to be the time 
as of which a firm commitment to issue or sell and 
to take or purchase such securities shall be made. 

(c) Nothwithstanding the provisions of subsec- 
tion (a) it shall be unlawful for any registered 
closed-end investment company to issue or sell any 
senior security representing indebtedness if im- 
mediately thereafter such company will have out- 
standing more than one class of senior security 
representing indebtedness, or to issue or sell any 
senior security which is a stock if immediately 
thereafter such company will have outstanding 
more than one class of senior security which is 2 
stock, except that (1) any such class of indebted- 
ness or stock may be issued in one or more series: 
Provided, That no such series shall have a prefer- 
ence or priority over any other series upon the 
distribution of the assets of such registered closed- 
end company or in respect of the payment of in- 
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terest or dividends, and (2) promissory notes or 
other evidences of indebtedness issued in considera- 
tion of any loan, extension, or renewal thereof, 
made by a bank or other person and privately 
arranged, and not intended to be publicly distrib- 
uted, shall not be deemed to be a separate class of 
senior securities representing indebtedness within 
the meaning of this subsection (c). 

(d) Itshall be unlawful for any registered man- 
agement company to issue any warrant or right to 
subscribe to or purchase a security of which such 
company is the issuer, except in the form of war- 
rants or rights to subscribe expiring not later than 
one hundred and twenty days after their issuance 
and issued exclusively and ratably to a class or 
classes of such company’s security holders; except 
that any warrant may be issued in exchange for 
outstanding warrants in connection with a plan of 
reorganization. 

(e) The provisions of this section 18 shall not 
apply to any senior securities issued or sold by any 
registered closed-end company— 

(1) pursuant to any firm contract to pur- 
chase or sell entered into prior to March 15, 
1940 ; 

(2) for the purpose of refunding through 
payment, purchase, redemption, retirement, 
or exchange, any senior security of such reg- 
istered investment company except that no 
senior security representing indebtedness shall 
be so issued or sold for the purpose of refund- 
ing any senior security which is a stock; or 

(3) pursuant to any plan of reorganization 
(other than for refunding as referred to in 
subsection (e) (2)), provided— 

(A) that such senior securities are is- 
sued or sold for the purpose of substi- 
tuting or exchanging such senior securi- 
ties for outstanding senior securities, and 
if such senior securities represent indebt- 
edness they are issued or sold for the pur- 
pose of substituting or exchanging such 
senior securities for outstanding senior 
securities representing indebtedness, of 
any registered investment company which 
is a party to such plan of reorganization; 
or 

(B) that the total amount of such 
senior securities so issued or sold pur- 
suant to such plan does not exceed the 
total amount of senior securities of all 
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the companies which are parties to such 
plan, and the total amount of senior ge- 
curities representing indebtedness 9 
issued or sold pursuant to such plan does 
not exceed the total amount of senior 
securities representing indebtedness of all 
such companies, or, alternatively, the 
total amount of such senior securities so 
issued or sold pursuant to such plan does 
not have the effect of increasing the 
ratio of senior securities representing in- 
debtedness to the securities representing 
stock or the ratio of senior securities 
representing stock to securities junior 
thereto when compared with such ratios 
as they existed before such reorganiza- 
tion. 

(f) (1) It shall be unlawful for any registered 
open-end company to issue any class of senior 
security or to sell any senior security of which it 
is the issuer, except that any such registered com- 
pany shall be permitted to borrow from any bank: 
Provided, That immediately after any such bor- 
rowing there is an asset coverage of at least 300 
per centum for all borrowings of such registered 
company: And provided further, That in the 
event that such asset coverage shall at any time 
fall below 300 per centum such registered com- 
pany shall, within three days thereafter (not in- 
cluding Sundays and holidays) or such longer 
period as the Commission may prescribe by rules 
and regulations, reduce the amount of its bor- 
rowings to an extent that the asset coverage of 
such borrowings shall be at least 300 per centum. 

(2) “Senior security” shall not, in the case of a 
registered open-end company include a class or 
classes or a number of series of preferred or 
special stock each of which is preferred over all 
other classes or series in respect of assets speci- 
fically allocated to that class or series: Provided, 
(A) That such company has outstanding no class 
or series of stock which is not so preferred over 
all other classes or series; or (B) that the only 
other outstanding class of the issuer’s stock con- 
sists of a common stock upon which no dividend 
(other than a liquidating dividend) is permitted 
to be paid and which in the aggregate represents 
not more than one-half of 1 per centum of the 
issuer’s outstanding voting securities. 

(g) Unless otherwise provided: “Senior se- 
curity” means any bond, debenture, note, or simi- 
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lar obligation or instrument constituting a 
security and evidencing indebtedness, and any 
stock of a class having priority over any other 
class as to distribution of assets or payment of 
dividends; and “senior security representing in- 
debtedness” means any senior security other than 
stock. 

The term “senior security”, when used in sub- 
paragraphs (B) and (C) of paragraph (1) of 
subsection (a), shall not include any promissory 
note or other evidence of indebtedness issued in 
consideration of any loan, extension, or renewal 
thereof, made by a bank or other person and 
privately arranged, and not intended to be pub- 
licly distributed; nor shall such term, when used 
in this section 18, include any such promissory 
note or other evidence of indebtedness in any case 
where such a loan is for temporary purposes only 
and in an amount not exceeding 5 per centum of 
the value of the total assets of the issuer at the 
time when the loan is made. A loan shall be pre- 
sumed to be for temporary purposes if it is repaid 
within sixty days and is not extended or renewed ; 
otherwise it shall be presumed not to be for tem- 
porary purposes. Any such presumption may be 
rebutted by evidence. 

(h) “Asset coverage” of a class of senior se- 
curity representing an indebtedness of an issuer 
means the ratio which the value of the total assets 
of such issuer, less all liabilities and indebtedness 
not represented by senior securities, bears to the 
aggregate amount of senior securities representing 
indebtedness of such issuer. “Asset coverage” of 
a class of senior security of an issuer which is a 
stock means the ratio which the value of the total 
assets of such issuer, less all liabilities and in- 
debtedness not represented by senior securities, 
bears to the aggregate amount of senior securities 
representing indebtedness of such issuer plus the 
aggregate of the involuntary liquidation pref- 
erence of such class of senior security which is a 
stock. The involuntary liquidation preference 
of a class of senior security which is a stock shall 
be deemed to mean the amount to which such class 
of senior security would be entitled on involuntary 
liquidation of the issuer in preference to a security 
junior to it. 

(i) Except as provided in subsection (a) of 
this section, or as otherwise required by law, every 
share of stock hereafter issued by a registered 
management company (except a common-law trust 
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of the character described in section 16 (b)) shall 
be a voting stock and have equal voting rights 
with every other outstanding voting stock: Pro- 
vided, That this subsection shall not apply to 
shares issued pursuant to the terms of any war- 
rant or subscription right outstanding on March 
15, 1940, or any firm contract entered into before 
March 15, 1940, to purchase such securities from 
such company nor to shares issued in accordance 
with any rules, regulations, or orders which the 
Commission may make permitting such issue. 

(j) Notwithstanding any provision of this title, 
it shall be unlawful, after the date of enactment 
of this title, for any registered face-amount cer- 
tificate company— 

(1) to issue, except in accordance with such 
rules, regulations, or orders as the Commis- 
sion may prescribe in the public interest or as 
necessary or appropriate for the protection of 
investors, any security other than (A) a face- 
amount certificate; (B) a common stock hav- 
ing a par value and being without preference 
as to dividends or distributions and having at 
least equal voting rights with any outstand- 
ing security of such company; or (C) short- 
term payment or promissory notes or other 
indebtedness issued in consideration of any 
loan, extension, or renewal thereof, made by a 
bank or other person and privately arranged 
and not intended to be publicly offered; 

(2) if such company has outstanding any 
security, other than such face-amount cer- 
tificates, common stock, promissory notes, or 
other evidence of indebtedness, to make any 
distribution or declare or pay any dividend 
on any capital security in contravention of 
such rules and regulations or orders as the 
Commission may prescribe in the public in- 
terest or as necessary or appropriate for the 
protection of investors or to insure the finan- 
cial integrity of such company, to prevent 
the impairment of the company’s ability to 
meet its obligations upon its face-amount 
certificates ; or 

(3) to issue any of its securities except for 
cash or securities including securities of 
which such company is the issuer. 


Dividends 


Sec. 19. It shall be unlawful for any registered 
investment company to pay any dividend, or to 








440 


make any distribution in the nature of a dividend 
payment, wholly or partly from any source other 
than— 

(1) such company’s accumulated undis- 
tributed net income, determined in accordance 
with good accounting practice and not includ- 
ing profits or losses realized upon the sale of 
securities or other properties ; or 

(2) such company’s net income so deter- 
mined for the current or preceding fiscal 
year; 

unless such payment is accompanied by a written 
statement which adequately discloses the source 
or sources of such payment. The Commission may 
prescribe the form of such statement by rules and 
regulations in the public interest and for the pro- 
tection of investors. 


Proxies; Voting Trusts; Circular Ownership 


Sec. 20. (a) It shall be unlawful for any per- 
son, by use of the mails or any means or instru- 
mentality of interstate commerce or otherwise, 
to solicit or to permit the use of his name to solicit 
any proxy or consent or authorization in respect 
of any security of which a registered investment 
company is the issuer in contravention of such 
rules and regulations as the Commission may pre- 
scribe as necessary or appropriate in the public 
interest or for the protection of investors. 

(b) It shall be unlawful for any registered in- 
vestment company or affiliated person thereof, any 
issuer of a voting-trust certificate relating to any 
security of a registered investment company, or 
any underwriter of such a certificate, by use of the 
mails or any means or instrumentality of inter- 
state commerce, or otherwise, to offer for sale, sell, 
or deliver after sale, in connection with a public 
offering, any such voting-trust certificate. The 
prohibitions of this subsection shal] not apply to 
a class of voting-trust certificates, if any certifi- 
cate of such class was made the subject of a public 
offering by the issuer or by or through an under- 
writer prior to March 15, 1940. 

(c) No registered investment company shall 
purchase any voting security if, to the knowledge 
of such registered company, cross-ownership or 
circular ownership exists, or after such acquisi- 
tion will exist, between such registered company 
and the issuer of such security. Cross-ownership 
shall be deemed to exist between two companies 
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when each of such companies beneficially owns 
more than 3 per centum of the outstanding voting 
securities of the other company. Circular owner. 
ship shall be deemed to exist between two com- 
panies if such companies are included within 
group of three or more companies, each of 
which— 

(1) beneficially owns more than 3 per 
centum of the outstanding voting securities 
of one or more other companies of the group; 
and 

(2) has more than 3 per centum of its own 
outstanding voting securities beneficially 
owned by another company, or by each of two 
or mote other companies, of the group. 

(d) If on the effective date of this title crogs- 
ownership or circular ownership exists between a 
registered investment company and any other 
company or companies, it shall be the duty of 
such registered company, within five years after 
such effective date, to eliminate such cross-owner- 
ship or circular ownership. If at any time after 
the effective date of this title cross-ownership or 
circular ownership between a registered invest- 
ment company and any other company or com- 
panies comes into existence upon the purchase by 
a registered investment company of the securities 
of another company, it shall be the duty of such 
registered company, within one year after it first 
knows of the existence of such cross-ownership or 
circular ownership, to eliminate the same. 


Loans 


Sec. 21. It shall be unlawful for any registered 
management company to lend money or property 
to any person, directly or indirectly, if— 

(a) the investment policies of such regis- 
tered company, as recited in its registration 
statement and reports filed under this title, 
do not permit such a loan; or 

(b) such person controls or is under com- 
mon control with such registered company; 
except that the provisions of this paragraph 
shall not apply to the extension or renewal 
of any such loan made prior to March 15, 
1940, or to any loan from a registered com- 
pany toa company which owns all of the out- 
standing securities of such registered com- 
pany, except directors’ qualifying shares. 
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Distribution, Redemption, and Repurchase of 
Redeemable Securities 


Sec. 22. (a) A securities association registered 
under section 15A of the Securities Exchange Act 
of 1934 may prescribe, by rules adopted and in 
effect in accordance with said section and subject 
to all provisions of said section applicable to the 
rules of such an association— 

(1) a method or methods for computing 
the minimum price at which a member thereof 
may purchase from any investment company 
any redeemable security issued by such com- 
pany and the maximum price at which a 
member may sell to such company any re- 
deemable security issued by it or which he 
may receive for such security upon redemp- 
tion, so that the price in each case will bear 
such relation to the current net asset value of 
such security computed as of such time as the 
rules may prescribe; and 

(2) a minimum period of time which must 
elapse after the sale or issue of such security 
before any resale to such company by a mem- 
ber or its redemption upon surrender by a 
member; 

in each case for the purpose of eliminating or 
reducing so far as reasonably practicable any 
dilution of the value of other outstanding securi- 
ties of such company or any other result of such 
purchase, redemption, or sale which is unfair to 
holders of such other outstanding securities; and 
said rules may prohibit the members of the asso- 
ciation from purchasing, selling, or surrendering 
for redemption any such redeemable securities in 
contravention of said rules. 

(b) Such a securities association may also, by 
rules adopted and in effect in accordance with 
said section 15A, and subject to all provisions of 
said section applicable to the rules of such an 
association, prohibit its members from purchas- 
ing, in connection with a primary distribution of 
redeemable securities of which any registered in- 
vestment company is the issuer, any such security 
from the issuer or from any principal underwriter 
except at a price equal to the price at which such 
security is then offered to the public less a com- 
mission, discount, or spread which is computed in 

onformity with a method or methods, and within 
such limitations as to the relation thereof to said 
public offering price as such rules may prescribe, 
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in order that the price at which such security is 
offered or sold to the public shall not include an 
unconscionable or grossly excessive sales load. 

(ce) After one year from the effective date of 
this Act, the Commission may make rules and 
regulations applicable to principal underwriters — 
of, and dealers in, the redeemable securities of 
any registered investment company, whether or 
not members of any registered securities associa- 
tion, to the same extent, covering the same sub- 
ject matter and for the accomplishment of the 
same ends as are prescribed in subsections (a) 
and (b) of this section in respect of the rules 
which may be made by a registered securities as- 
sociation governing its members; and any rules 
and regulations so made by the Commission, to 
the extent that they may be inconsistent with the 
rules of any such association, shall so long as 
they remain in force supersede the rules of the 
association and be binding upon its members as 
well as all other underwriters and dealers to 
whom they may be applicable. 

(d) No registered investment company shall 
sell any redeemable security issued by it to any 
person except either to or through a principal 
underwriter for distribution or at a current pub- 
lic offering price described in the prospectus, and, 
if such class of security is being currently offered 
to the public by or through an underwriter, no 
principal underwriter of such security and no 
dealer shall sell any such security to any person 
except a dealer, a principal underwriter or the 
issuer, except at a current public offering price 
described in the prospectus: Provided, however, 
That nothing in this subsection shall prevent a 
sale made (i) pursuant to an offer of exchange 
permitted by section 11 hereof including any of- 
fer made pursuant to clause (1) or (2) of sec- 
tion 11 (b); (ii) pursuant to an offer made solely 
to all registered holders of the securities, or of 
a particular class or series of securities issued by 
the company proportionate to their holdings or 
proportionate to any cash distribution made to 
them by the company (subject to appropriate 
qualifications designed solely to avoid issuance 
of fractional securities); or (iii) in accordance 
with rules and regulations of the Commission 
made pursuant to subsection (b) of section 12. 

(e) No registered investment company shall 
suspend the right of redemption or postpone the 
date of payment or‘satisfaction upon redemption 
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of any redeemable security in accordance with 
its terms for more than seven days after the 
tender of such security to the company or its 
agent designated for that purpose for redemp- 
tion except— 
(1) for any period (A) during which the 
New York Stock Exchange is closed other 
than customary week-end and holiday clos- 
ings or (B) during which trading on the 
New York Stock Exchange is restricted; 
(2) for any period during which an emer- 
gency exists as a result of which (A) dis- 
posal by the company of securities owned by 
it is not reasonably practicable or (B) it is 
not reasonably practicable for such company 
fairly to determine the value of its net as- 
sets; or 
(3) for such other periods as the Commis- 
sion may by order permit for the protection 
of security holders of the company. 
The Commission shall by rules and regulations 
determine the conditions under which (i) trad- 
ing shall be deemed to be restricted and (ii) an 
emergency shall be deemed to exist within the 
meaning of this subsection. Any company 
which, as of March 15, 1940, was required by 
provision of its charter, certificate of incorpora- 
tion, articles of asssociation, or trust indenture, 
or of a bylaw or regulation duly adopted there- 
under, to postpone the date of payment or satis- 
faction upon redemption of redeemable securities 
issued by it, shall be exempt from the require- 
ments of this subsection ; but such exemption shall 
terminate upon the expiration of one year from 
the effective date of this title, or upon the repeal 
or amendment of such provision, or upon the sale 
by such company after March 15, 1940, of any 
security (other than short-term paper) of which 
it is the issuer, whichever first occurs. 

(f) No registered open-end company shall re- 
strict the transferability or negotiability of any 
security of which it is the issuer except in con- 
formity with the statements with respect thereto 
contained in its registration statement nor in con- 
travention of such rules and regulations as the 
Commission may prescribe in the interests of the 
holders of all of the outstanding securities of 
such investment company. 

(g) No registered open-end company shall is- 
sue any of its securities (1) for services; or (2) 
for property other than cash or securities (in- 
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cluding securities of which such registered com. 
pany is the issuer), except as a dividend or dis- 
tribution to its security holders or in connection 
with a reorganization. 


Distribution and Repurchase of Securities: 
Closed-End Companies 


Sec. 23. (a) No registered closed-end company 
shall issue any of its securities (1) for services; or 
(2) for property other than cash or securities (in- 
cluding securities of which such registered com- 
pany is the issuer), except as a dividend or 
distribution to its security holders or in connection 
with a reorganization. 

(b) No registered closed-end company shall sell 
any common stock of which it is the issuer at a 
price below the current net asset value of such 
stock, exclusive of any distributing commission or 
discount (which net asset value shall be deter- 
mined as of a time within forty-eight hours, ex- 
cluding Sundays and holidays, next preceding the 
time of such determination), except (1) in con- 
nection with an offering to the holders of one or 
more classes of its capital stock; (2) with the con- 
sent of a majority of its common stockholders; 
(3) upon conversion of a convertible security in 
accordance with its terms; (4) upon the exercise 
of any warrant outstanding on the date of enact- 
ment of this Act or issued in accordance with the 
provisions of section 18 (d); or (5) under such 
other circumstances as the Commission may per- 
mit by rules and regulations or orders for the 
protection of investors. 

(c) No registered closed-end company shall 
purchase any securities of any class of which it is 
the issuer except— 

(1) on a securities exchange or such other 
open market as the Commission may designate 
by rules and regulations or orders: Provided, 
That if such securities are stock, such regis- 
tered company shall, within the preceding six 
months, have informed stockholders of its 
intention to purchase stock of such class by 
letter or report addressed to stockholders of 
such class; or 

(2) pursuant to tenders, after reasonable 
opportunity to submit tenders given to all 
holders of securities of the class to be pur- 
chased ; or 

(3) under such other circumstances as the 
Commission may permit by rules and regula- 
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tions or orders for the protection of investors 
in order to insure that such purchases are 
made in a manner or on a basis which does 
not unfairly discriminate against any holders 
of the class or classes of securities to be 
purchased. 


Registration of Securities Under Securities 
Act of 1933 


Sec. 24. (a) In registering under the Securities 
Act of 1933 any security of which it is the issuer, 
a registered investment company, in lieu of fur- 
nishing a registration statement containing the 
information and documents specified in schedule 
A of said Act, may file a registration statement 
containing the following information and 
documents : 

(1) such copies of the registration state- 
ment filed by such company under this title, 
and of such reports filed by such company 
pursuant to section 30 or such copies of por- 
tions of such registration statement and re- 
ports, as the Commission shall designate by 
rules and regulations; and 

(2) such additional information and docu- 
ments (including a prospectus) as the Com- 
mission shall prescribe by rules and regula- 
tions as necessary or appropriate in the 
public interest or for the protection of 
investors. 

(b) It shall be unlawful for any of the follow- 
ing companies, or for any underwriter for such a 
company, in connection with a public offering of 
any security of which such company is the issuer, 
to make use of the mails or any means or instru- 
mentalities of interstate commerce, to transmit any 
advertisement, pamphlet, circular, form letter, or 
other sales literature addressed to or intended for 
distribution to prospective investors unless three 
copies of the full text thereof have been filed with 
the Commission or are filed with the Commission 
within ten days thereafter : 

' (1) any registered open-end company; 

(2) any registered unit investment trust; 
or 

(3) any registered face-amount certificate 
company. 

(c) In addition to the powers relative to pro- 
spectuses granted the Commission by section 10 of 
the Securities Act of 1933, the Commission is au- 
thorized to require, by rules and regulations or 
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order, that the information contained in any pro- 
spectus relating to any periodic payment plan cer- 
tificate or face-amount certificate registered under 
the Securities Act of 1933 on or after the effective 
date of this title be presented in such form and 
order of items, and such prospectus contain such 
summaries of any portion of such information, as 
are necessary or appropriate in the public interest 
or for the protection of investors. 

(d) The exemption provided by paragraph (8) 
of section 3 (a) of the Securities Act of 1933 shall 
not apply to any security of which an investment 
company is the issuer. The exemption provided 
by paragraph (11) of said section 3 (a) shall not 
apply to any security of which a registered in- 
vestment company is the issuer, except a security 
sold or disposed of by the issuer or bona fide 
offered to the public prior to the effective date of 
this title, and with respect to a security so sold, 
disposed of, or offered, shall not apply to any 
new offering thereof on or after the effective date 
of this title. The exemption provided by the 
third clause of section 4 (1) of the Securities Act 
of 1933, as amended, shall not apply to any trans- 
action in a security issued by a face-amount cer- 
tificate company or in a redeemable security issued 
by an open-end management company or unit in- 
vestment trust, if any other security of the same 
class is currently being offered or sold by the 
issuer or by or through an underwriter in a dis- 
tribution which is not exempted from section 5 
of said Act, except to such extent and subject to 
such terms and conditions as the Commission, hav- 
ing due regard for the public interest and the 
protection of investors, may prescribe by rules or 
regulations with respect to any class of persons, 
securities, or transactions.* 

(e) (1) A registration statement under the 
Securities Act of 1933 relating to a security issued 
by a face-amount certificate company or a re- 
deemable security issued by an open-end manage- 
ment company or unit investment trust may be 
amended after its effective date so as to increase 
the securities specified therein as proposed to be 
offered. At the time of filing such amendment 
there shall be paid to the Commission a fee, calcu- 
lated in the manner specified in section 6 (b) of 
said Act, with respect to the additional securities 
therein proposed to be offered. 


®*The last sentence of this subsection was added by Public 
No. 577, 834 Congress. 
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(2) The filing of such an amendment to a 
registration statement under the Securities Act 
of 1933 shall not be deemed to have taken place 
unless it is accompanied by a United States postal 
money order or a certified bank check or cash for 
the amount of the fee required under paragraph 
(1) of this subsection. 

(3) For the purposes of section 11 of the Secu- 
rities Act of 1933, as amended, the effective date 
of the latest amendment filed pursuant to this 
subsection or otherwise shall be deemed the effec- 
tive date of the registration statement with 
respect to securities sold after such amendment 
shall have become effective. For the purposes 
of section 13 of the Securities Act of 1933, as 
amended, no such security shall be deemed to have 
been bona fide offered to the public prior to the 
effective date of the latest amendment filed pur- 
suant to this subsection. Except to the extent 
the Commission otherwise provides by rules or 
regulations as appropriate in the public interest 
or for the protection of investors, no prospectus 
relating to a security issued by a face-amount cer- 
tifieate company or a redeemable security issued 
by an open-end management company or unit in- 
vestment trust which varies for the purposes of 
subsection (a) (3) of section 10 of the Securities 
Act of 1933 from the latest prospectus filed as 
a part of the registration statement shall be 
deemed to meet the requirements of said section 
10 unless filed as part of an amendment to the 
registration statement under said Act and such 
amendment has become effective.‘ 


Plans of Reorganization 


Sec. 25. (a) Any person who, by use of the mails 
or any means or instrumentality of interstate com- 
merce or otherwise, solicits or permits the use of 
his name to solicit any proxy, consent, authoriza- 
tion, power of attorney, ratification, deposit, or dis- 
sent in respect of any plan of reorganization of any 
registered investment company shall file with, or 
mail to, the Commission for its information, within 
twenty-four hours after the commencement of any 
such solicitation, a copy of such plan and any 
deposit agreement relating thereto and of any 
proxy, consent, authorization, power of attorney, 
ratification, instrument of deposit, or instrument 
of dissent in respect thereto, if or to the extent that 


“Bubsection (e) was added by Public No. 577, 83d Congress. 
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such documents shall not already have been filed 
with the Commission. 

(b) The Commission is authorized, if so re- 
quested, prior to any solicitation of security hold- 
ers with respect to any plan of reorganization, by 
any registered investment company which is, or 
any of the securities of which are, the subject of or 
is a participant in any such plan, or if so requested 
by the holders of 25 per centum of any class of its 
outstanding securities, to render an advisory re- 
port in respect of the fairness of any such plan and 
its effect upon any class or classes of security hold- 
ers. In such event any registered investment com- 
pany, in respect of which the Commission shall 
have rendered any such advisory report, shall mail 
promptly a copy of such advisory report to all its 
security holders affected by any such plan: Pro. 
vided, That such advisory report shall have been 
received by it at least forty-eight hours (not in- 
cluding Sundays and holidays) before final action 
is taken in relation to such plan at any meeting of 
security holders called to act in relation thereto, 
or any adjournment of any such meeting, or if no 
meeting be called, then prior to the final date of 
acceptance of such plan by security holders. In 
respect of securities not registered as to ownership, 
in lieu of mailing a copy of such advisory report, 
such registered company shall publish promptly a 
statement of the existence of such advisory report 
in a newspaper of general circulation in its princi- 
pal place of business and shall make available 
copies of such advisory report upon request. Not- 
withstanding the provision of this section the 
Commission shall not render such advisory report 
although so requested by any such investment com- 
pany or such security holders if the fairness or 
feasibility of said plan is in issue in any proceed- 
ing pending in any court of competent jurisdiction 
unless such plan is submitted to the Commission 
for that purpose by such court. 

(c) Any district court of the United States in 
the State of incorporation of a registered invest- 
ment company or any such court for the district 
in which such company maintains its principal 
place of business is authorized to enjoin the con- 
summation of any plan of reorganization of such 
registered investment company upon proceedings 
instituted by the Commission (which is authorized 
so to proceed upon behalf of security holders of 
such registered company, or any class thereof), if 
such court shall determine any such plan to be 
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grossly unfair or to constitute gross misconduct or 
gross abuse of trust on the part of the officers, di- 
rectors, or investment advisers of such registered 
company or other sponsors of such plan. 

(d) Nothing contained in this section shall in 
any way affect or derogate from the powers of the 
courts of the United States and the Commission 
with reference to reorganizations contained in the 
Bankruptcy Act of 1898, as amended. 


Unit Investment Trusts 


Sec. 26. (a) No principal underwriter for or 
depositor of a registered unit investment trust 
shall sell, except by surrender to the trustee for 
redemption, any security of which such trust is 
the issuer (other than short-term paper), unless 
the trust indenture, agreement of custodianship, 
or other instrument pursuant to which such secu- 
rity is issued— 

(1) designates one or more trustees or cus 
todians, each of which is a bank, and provides 
that each such trustee or custodian shall have 
at all times an aggregate capital, surplus, and 
undivided profits of a specified minimum 
amount, which shall not be less than $500,000 
(but may also provide, if such trustee or 
custodian publishes reports of condition at 
least annually, pursuant to law or to the re 
quirements of its supervising or examining 
authority, that for the purposes of this para 
graph the aggregate capital, surplus, and un 
divided profits of such trustee or custodian 
shall be deemed to be its aggregate capital, 
surplus, and undivided profits as set forth in 
its most recent report of condition so 
published) ; 

(2) provides, in substance, (A) that dur 
ing the life of the trust the trustee or cus- 
todian, if not otherwise remunerated, may 
charge against and collect from the income 
of the trust, and from the corpus thereof if 
no income is available, such fees for its serv- 
ices and such reimbursement for its expenses 
as are provided for in such instrument; (B) 
that no such charge or collection shall be 
made except for services theretofore per- 
formed or expenses theretofore incurred ; (C) 
that no payment to the depositor of or a 
principal underwriter for such trust, or to any 
affiliated person or agent of such depositor 
or underwriter, shall be allowed the trustee 


or custodian as an expense (except that pro- 
vision may be made for the payment to any 
such person of a fee, not exceeding such rea- 
sonable amount as the Commission may pre- 
scribe as compensation for performing book- 
keeping and other administrative services, of 
a character normally performed by the trus- 
tee or custodian itself); and (D) that the 
trustee or custodian shall have possession of 
all securities and other property in which the 
funds of the trust are invested, all funds held 
for such investment, all equalization, redemp- 
tion, and other special funds of the trust, and 
all income upon, accretions to, and proceeds 
of such property and funds, and shall segre- 
gate and hold the same in trust (subject only 
to the charges and collections allowed under 
clauses (A), (B), and (C)) until distribu- 
tion thereof to the security holders of the 
trust; 

(3) provides, in substance, that the trustee 
or custodian shall not resign until either (A) 
the trust has been completely liquidated and 
the proceeds of the liquidation distributed to 
the security holders of the trust, or (B) a 
successor trustee or custodian, having the 
qualifications prescribed in paragraph (1), 
has been designated and has accepted such 
trusteeship or custodianship ; and 

(4) provides, in substance, (A) that a rec- 
ord will be kept by the depositor or an agent 
of the depositor of the name and address of, 
and the shares issued by the trust and held by, 
every holder of any security issued pursuant 
to such instrument, insofar as such informa- 
tion is known to the depositor or agent; and 
(B) that whenever a security is deposited 
with the trustee in substitution for any secu- 
rity in which such security holder has an un- 
divided interest, the depositor or the agent of 
the depositor will, within five days after such 
substitution, either deliver or mail to such 
security holder a notice of substitution, in- 
cluding an identification of the securities 
eliminated and the securities substituted, and 
a specification of the shares of such security 
holder affected by the substitution. 

(b) In the event that a trust indenture, agree- 
ment of custodianship, or other instrument pur- 
suant to which securities of a registered unit in- 
vestment trust are issued does not at the effective 
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date of this title comply with the requirements of 
subsection (a), such instrument will be deemed to 
meet such requirements if a written contract or 
agreement binding on the parties and embodying 
such requirements has been executed by the depos- 
itor on the one part and the trustee or custodian 
on the other part, and three copies of such contract 
or agreement have been filed with the Com- 
mission. 





(c) Whenever the Commission has reason to 
believe that a unit investment trust is inactive and 
that its liquidation is in the interest of the se- 
curity holders of such trust, the Commission may 
file a complaint seeking the liquidation of such 
trust in the district court of the United States in 
any district wherein any trustee of such trust re- 
sides or has its principal place of business. A 
copy of such complaint shall be served on every 
trustee of such trust, and notice of the proceeding 
shall be given such other interested persons in 
such manner and at such times as the court may 
direct. If the court determines that such liquida- 
tion is in the interest of the security holders of 
such trust, the court shall order such liquidation 
and, after payment of necessary expenses, the dis- 
tribution of the proceeds to the security holders 
of the trust in such manner and on such terms as 
may to the court appear equitable. 


Periodic Payment Plans 


Sec. 27. (a) It shall be unlawful for any reg- 
istered investment company issuing periodic pay- 
ment plan certificates, or for any depositor of or 
underwriter for such company, to sell any such 
certificate, if— 

(1) the sales load on such certificate ex- 
ceeds 9 per centum of the total payments to 
be made thereon; 

(2) more than one-half of any of the first 
twelve monthly payments thereon, or their 
equivalent, is deducted for sales load; 

(3) the amount of sales load deducted from 
any one of such first payments exceeds pro- 
portionately the amount deducted from any 
other such payment, or the amount deducted 
from any subsequent payment exceeds pro- 
portionately the amount deducted from any 
other subsequent payment; 

(4) the first payment on such certificate is 
less than $20, or any subsequent payment is 
less than $10; 
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(5) if such registered company is a man- 
agement company, the proceeds of such cer- 
tificate or the securities in which such pro- 
ceeds are invested are subject to management 
fees (other than fees for administrative ser- 
vices of the character described in clause (C), 
paragraph (2), of section 26 (a)) exceeding 
such reasonable amount as the Commission 
may prescribe, whether such fees are payable 
to such company or to investment advisers 
thereof; or 

(6) if such registered company is a unit 
investment trust the assets of which are se- 
curities issued by a management company, 
the depositor of or principal underwriter for 
such trust, or any affiliated person of such de- 
positor or underwriter, is to receive from such 
management company or any affiliated person 
thereof any fee or payment on account of pay- 
ments on such certificate exceeding such rea- 
sonable amount as the Commission may pre- 
scribe. 

(b) If it appears to the Commission, upon ap- 
plication or otherwise, that smaller companies 
are subjected to relatively higher operating costs 
and that in order to make due allowance therefor 
it is necessary or appropriate in the public interest 
and consistent with the protection of investérs 
that a provision or provisions of paragraph (1), 
(2), or (3) of subsection (a) relative to sales load 
be relaxed in the case of certain registered invest- 
ment companies issuing periodic payment plan 
certificates, or certain specified classes of such 
companies, the Commission is authorized by rules 
and regulations or order to grant amy such com- 
pany or class of companies appropriate qualified 
exemptions from the provisions of said para- 
graphs. 

(c) It shall be unlawful for any registered in- 
vestment company issuing periodic payment plan 
certificates, or for any depositor of or underwriter 
for such company, to sell any such certificate, un- 
less— 

(1) such certificate is a redeemable secur- 
ity; and 

(2) the proceeds of all payments on such 
certificate (except such amounts as are de- 
ducted for sales load) are deposited with a 
trustee or custodian having the qualifications 
prescribed in paragraph (1) of section 2 
(a) for the trustees of unit investment trusts, 
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and are held by such trustee or custodian un- 
der an indenture or agreement containing, in 
substance, the provisions required by para- 
graphs (2) and (3) of section 26 (a) for the 
trust indentures of unit investment trusts. 


Face-Amount Certificate Companies 


Sec. 28. (a) It shall be unlawful for any regis- 
tered face-amount certificate company to issue or 
sell any face-amount certificate, or to collect or 
accept any payment on any such certificate issued 
by such company on or after the effective date of 
this title, unless— 

(1) such company, if organized before 
March 15, 1940, was actively and continu- 
ously engaged in selling face-amount certifi- 
cates on and before that date, and has out- 
standing capital stock worth upon a fair 
valuation of assets not less than $50,000; or 
if organized on or after March 15, 1940, has 
capital stock in an amount not less than 
$250,000 which has been bona fide subscribed 
and paid for in cash; and 

(2) such company maintains at all times 
minimum certificate reserves on all its out- 
standing face-amount certificates in an ag- 
gregate amount calculated and adjusted as 
follows: 

(A) the reserves for each certificate of 
the installment type shall be based on 
assumed annual, semi-annual, quarterly, 
or monthly reserve payments according to 
the manner in which gross payments for 
any certificate year are made by the 
holder, which reserve payments shall be 
sufficient in amount, as and when ac- 
cumulated at a rate not to exceed 314 
per centum per annum compounded an- 
nually, to provide the minimum ma- 
turity or face amount of the certificate 
when due. Such reserve payments may 
be graduated according to certificate 
years so that the reserve payment or 
payments for the first certificate year 
shall amount to at least 50 per centum of 
the required gross annual payment for 
such year and the reserve payment or 
payments for each of the second to fifth 
certificate years inclusive shall amount 
to at least 93 per centum of each such 
year’s required gross annual payment 


and for the sixth and each subsequent 
certificate year the reserve payment or 
payments shall amount to at least 96 per 
centum of each such year’s required gross 
annual payment: Provided, That such ag- 
gregate reserve payments shall amount 
to at least 93 per centum of the aggregate 
gross annual payments required to be 
made by the holder to obtain the matu- 
rity of the certificate. The company may 
at its option take as loading from the 
gross payment or payments for a certifi- 
cate year, as and when made by the cer- 
tificate holder, an amount or amounts 
equal in the aggregate for such year to 
not more than the excess, if any, of the 
gross payment or payments required to 
be made by the holder for such year, over 
and above the percentage of the gross 
annual payment required herein for such 
year for reserve purposes. Such loading 
may be taken by the company prior to 
or after the setting up of the reserve pay- 
ment or payments for such year and the 
reserve payment or payments for such 
year may be graduated and adjusted to 
correspond with the amount of the gross 
payment or payments made by the cer- 
tificate holder for such year less the load- 
ing so taken; 

(B) if the foregoing minimum per- 
centages of the gross annual payments 
required under the provisions of such 
certificate should produce reserve pay- 
ments larger than are necessary at 314 
per centum per annum compounded an- 
nually to provide the minimum maturity 
or face amount of the certificate when 
due, the reserve shall be based upon re- 
serve payments accumulated as provided 
under preceding subparagraph (A) of 
this subsection except that in lieu of the 
314 per centum rate specified therein, 
such rate shall be lowered to the mini- 
mum rate, expressed in multiples of one- 
eighth of 1 per centum, which will ac- 
cumulate such reserve payments to the 
maturity value when due; 

(C) if the actual annual gross payment 
to be made by the certificate holder on any 
certificate issued prior to or after the 
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effective date of this Act is less than the 
amount of any assumed reserve payment 
or payments for a certificate year, such 
company shall maintain as a part of such 
minimum certificate reserves a deficiency 
reserve equal to the total present value of 
future deficiencies in the gross payments, 
calculated at a rate not to exceed 314 per 
centum per annum compounded annu- 
ally; 

(D) for each certificate of the install- 
ment type the amount of the reserve shall 
at any time be at least equal to (1) the 
then amount of the reserve payments set 
up under section 28 (a) (2) (A) or (B); 
(2) the accumulations on such reserve 
payments as computed under subpara- 
graphs (A) or (B) of this paragraph 
(2) ; (3) the amount of any deficiency re- 
serve required under subparagraph (C) 
hereof; and (4) such amount as shall have 
been credited to the account of each cer- 
tificate holder in the form of any credit, 
or any dividend, or any interest in ad- 
dition to the minimum maturity amount 
specified in such certificate, plus any ac- 
cumulations on any amount or amounts so 
credited, at a rate not exceeding 344 per 
centum per annum compounded annually ; 

(E) for each certificate which is fully 
paid, including any fully paid obligations 
resulting from or effected upon the matu- 
rity of the previously issued certificate, 
and for each paid-up certificate issued as 
provided in subsection (f) of this section 
prior to maturity, the amount of the re- 
serve shall at any time be at least equal to 
(1) such amount as and when accumu- 
lated at a rate not to exceed 3% per 
centum per annum compounded annually, 
will provide the amount or amounts pay- 
able when due and (2) such amount as 
shall have been credited to the account of 
each such certificate holder in the form of 
any credit, or any dividend, or any in- 
terest in addition to the ininimum matu- 
rity amount specified in the certificate, 
plus any accumulations on any amount or 
amounts so credited, at a rate not exceed- 
ing 3% per centum per annum com- 
pounded annually; 
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(F) for each certificate of the install- 
ment type under which gross payments 
have been made by or credited to the 
holder thereof covering a payment period 
or periods or any part thereof beyond the 
then current payment period as defined 
by the terms of such certificate, and for 
which period or periods no reserve has 
been set up under subparagraph (A) or 
(B) hereof, an advance payment reserve 
shall be set up and maintained in the 
amount of the present value of any such 
unapplied advance gross payments, com- 
puted at a rate not to exceed 3% per 
centum per annum compounded annu- 
ally; 

(G) such appropriate contingency re- 
serves for death and disability benefits 
and for reinstatement rights on any such 
certificate providing for such benefits or 
rights as the Commission shall prescribe 
by rule, regulation, or order based upon 
the experience of face-amount companies 
in relation to such contingencies. 

At no time shall the aggregate certificate reserves 
herein required by subparagraphs (A) to (F), in- 
clusive, be less than the aggregate surrender values 
and other amounts to which all certificate holders 
may be then entitled. 

For the purpose of this subsection (a), no cer- 
tificate of the installment type shall be deemed to 
be outstanding if before a surrender value has been 
attained the holder thereof has been in continuous 
default in making his payments thereon for a pe- 
riod of one year. 

(b) It shall be unlawful for any registered face- 
amount certificate company to issue or sell any 
face-amount certificate, or to collect or accept any 
payment on any such certificate issued by such 
company on or after the effective date of this 
title, unless such company has, in cash or qualified 
investments, assets having a value not less than 
the aggregate amount of the capital stock require- 
ment and certificate reserves as computed under 
the provisions of subsection (a) hereof. As used 
in this subsection, “qualified investments” means 
investments of a kind which life-insurance com- 
panies are permited to invest in or hold under the 
provisions of the Code of the District of Columbia 
as heretofore or hereafter amended, and such other 
investments as the Commission shall by rule, regu- 
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lation, or order authorize as qualified investments. 
Such investments shall be valued in accordance 
with the provisions of said Code where such provi- 
sions are applicable. Investments to which such 
provisions do not apply shall be valued in accord- 
ance with such rules, regulations, or orders as the 
Commission shall prescribe for the protection of 
investors. 

(c) The Commission shall by rule, regulation, 
or order, in the public interest or for the protec- 
tion of investors, require a registered face-amount 
certificate company to deposit and maintain, upon 
such terms and conditions as the Commission shall 
prescribe and as are appropriate for the protec- 
tion of investors, with one or more institutions 
having the qualifications required by paragraph 
(1) of section 26 (a) for a trustee of a unit in- 
vestment trust, all or any part of the invest- 
ments maintained by such company as certificate 
reserve requirements under the provisions of sub 
section (b) hereof: Provided, however, That 
where qualified investments are maintained on de- 
posit by such company in respect of its liabilities 
under certificates issued to or held by residents 
of any State as required by the statute of such 
State or by any order, regulation, or requirement 
of such State or any official or agency thereof, the 
amount so on deposit, but not to exceed the amount 
of reserves required by subsection (a) hereof for 
the certificates so issued or held, shall be deducted 
from the amount of qualified investments that 
may be required to be deposited hereunder. 

Assets which are qualified investments under 
subsection (b) and which are deposited under or 
as permitted by this subsection (c), may be used 
and shall be considered as a part of the assets re- 
quired to be maintained under the provisions of 
said subsection (b). 

(d) It shall be unlawful for any registered 
face-amount certificate company to issue or sell 
any face-amount certificate, or to collect or accept 
any payment on any such certificate issued by 
such company on or after the effective date of this 
title, unless such certificate contains a provision or 
provisions to the effect— 

(1) that, in respect of any certificate of the 
installment type, during the first certificate 
year the holder of the certificate, upon sur- 
render thereof, shall be entitled to a value 
payable in cash not less than the reserve pay- 
ments as specified in subparagraph (A) or 
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(B) of paragraph (2) of subsection (a) and 
at the end of such certificate year, a value 
payable in cash at least equal to 50 per cen- 
tum of the amount of the gross annual pay- 
ment required thereby for such year; 

(2) that, in respect of any certificate of 
the installment type, at any time after the ex- 
piration of the first certificate year and prior 
to maturity, the holder of the certificate, upon 
surrender thereof, shall be entitled to a value 
payable in cash not less than the then amount 
of the reserve for such certificate required by 
numbered items (1) and (2) of subparagraph 
(D) of paragraph (2) subsection (a) hereof, 
less a surrender charge that shall not exceed 
2 per centum of the face or maturity amount 
of the certificate, or 15 per centum of the 
amount of such reserve, whichever is the les- 
ser, but in no event shall such value be less 
than 50 per centum of the amount of such 
reserve. The amount of the surrender value 
for the end of each certificate year shall be set 
out in the certificate; 

(3) that, in respect of any certificate of the 
installment type, the holder of the certificate, 
upon surrender thereof for cash or upon re- 
ceipt of a paid-up certificate as provided in 
subsection (f) hereof, shall be entitled to a 
value payable in cash equal to the then amount 
of any advance payment reserve under such 
certificate required by subparagraph (F) of 
paragraph (2) of subsection (a) hereof in 
addition to any other amounts due the holder 
hereunder; 

(4) that at any time prior to maturity, in 
respect of any certificate which is fully paid, 
the holder of the certificate, upon surrender 
thereof, shall be entitled to a value payable in 
cash not less than the then amount of the 
reserve for such certificate required by item 
(1) of subparagraph (E) of paragraph (2) 
of subsection (a) hereof, less a surrender 
charge that shall not exceed 2 per centum of 
the face or maturity amount of the certificate, 
or 15 per centum of the amount of such re- 
serve, whichever is the lesser: Provided, hovw- 
ever, That such surrender charge shall not ap- 
ply as to any obligations of a fully paid type 
resulting from the maturity of a previously 
issued certificate. The amount of the sur- 
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end of each certificate 
year shall be set out in the certificate; 

(5) that in respect of any certificate, the 
holder of the certificate, upon maturity, upon 
surrender thereof for cash or upon receipt of 


render value for the 


a paid-up certificate as provided in subsection 
(f) hereof, shall be entitled to a value pay 
able in cash equal to the then amount of the 
reserve, if any, for such certificate required 
by item (4) of subparagraph (D) of para- 
graph (2) of subsection (a) hereof or item 
(2) of subparagraph (E) of paragraph (2) 


of subsection (a) hereof in addition to any 


other amounts due the holder hereunder. 

The term “certificate year” as used in this sec 
tion in respect of any certificate of the installment 
type means a period or periods for which one 
year’s payment or payments as provided by the 
certificate have been made thereon by the holder 
and the certificate maintained in force by such 
payments for the time for which the same have 
been made, and in respect of any certificate which 
is fully paid or paid-up means any year ending 
on the anniversary of the date of issuance of the 
certificate. 

Any certificate may provide for loans or ad- 
vances by the company to the certificate holder on 
the security of such certificate upon terms pre- 
scribed therein but at an interest rate not exceed- 
ing 6 per centum per annum. The amount of 
the required reserves, deposits, and the surrender 
values thereof available to the holder may be ad- 
justed to take into account any unpaid balance on 
such loans or advances and interest thereon, for 
the purposes of this subsection and subsections 
(b) and (c) hereof. 

Any certificate may provide that the company 
at its option may, prior to the maturity thereof, 
defer any payment or payments to the certificate 
holder to which he may be entitled under this 
subsection (d), for a period of not more than 
thirty days: Provided, That in the event such 
option is exercised by the company, interest shall 
accrue on any payment or payments due to the 
holder, for the period of such deferment at a rate 
equal to that used in accumulating the reserves 
for such certificate: And provided further, That 
the Commission may, by rules and regulations or 
orders in the public interest or for the protection 
of investors, make provision for any other defer- 
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ment 
prescribe. 

(e) It shall be unlawful for any registered 
face-amount certificate company to issue or sel] 


upon 


such terms and conditions as it shall 


any face-amount certificate, or to collect or accept 
any payment on any such certificate issued by such 
company on or after the effective date of this title, 
which certificate makes the holder liable to any 
legal action or proceeding for any unpaid amount 
on such certificate. 

(f) It shall be unlawful for any registered 
face-amount certificate company to issue or sell 
any face-amount certificate, or to collect or accept 
any payment on any such certificate issued by 
such company on or after the effective date of this 
title, (1) unless such face-amount certificate con- 
tains a provision or provisions to the effect that 
the holder shall have an optional] right to receive 
a paid-up certificate in lieu of the then attained 
cash surrender value provided therein and in the 
amount of such value plus accumulations thereon 
at a rate to be specified in the paid-up certificate 
equal to that used in computing the reserve on the 
original certificate under subparagraph (A) or 
(B) of paragraph (2) of subsection (a) of this 
section, such paid-up certificate to become due and 
payable at the end of a period equal to the bal- 
ance of the term of such original certificate before 
maturity; and during the period prior to ma- 
turity such paid-up certificate shall have a cash 
value upon surrender thereof equal to the then 
amount of the reserve therefor; and (2) unless 
such face-amount certificate contains a further 
provision or provisions to the effect that if the 
holder be in continuous default in his payments 
on such certificate for a period of six months with- 
out having exercised his option to receive a paid- 
up certificate, as herein provided, the company at 
the expiration of such six months shall pay the 
surrender value in cash if such value is less than 
$100 or if such value is $100 or more shall issue 
such paid-up certificate to such holder and such 
payment or issuance, plus the payment of all other 
amounts to which he may be then entitled under 
the original certificate, shall operate to cancel his 
original certificate: Provided, That in lieu of the 
issuance of a new paid-up certificate the original 
certificate may be converted into a paid-up certif- 
icate with the same effect; and (3) unless, where 
such certificate provides, in the event of default, 
for the deferment of payments thereon by the 
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lder or of the due dates of such payments or of 


ie maturity date of the certificate, it shall also 
provide effect for the right of reinstatement 
by the holder of the certificate after default and 


for an option in the holder, at the time of rein- 
statement, to make up the payment or payments 
for the default period next preceding such rein- 
statement with interest thereon not exceeding 6 
per centum per annum, with the same effect as if 
no such default in making such payments had 


occurred. 


The term “default” as used in this subsection 
f) shall, without restricting its usual meaning, 


nelude a failure to make a payment or payments 
is and when provided by the certificate. 

r) The foregoing provisions of this section 
not apply to a face-amount certificate com- 
pan h on or before the effective date of this 
Act has discontinued the offering of face-amount 
s to the public and issues face-amount 


ertificates only to the holders of certificates pre- 





ertificat 


viously issued pursuant to an obligation expressed 


or implied in such certificates. 
(h) It shall be unlawful for any registered face- 
amount certificate company which does not main- 


tain the minimum certificate reserve on all its 
outstanding face-amount certificates issued prior 
to the effective date of this Act, in an aggregate 
amount calculated and adjusted as provided in 
section 28, to declare or pay any dividends on the 
ch company for or during any calendar 
vear which shall exceed one-third of the net earn- 
ngs for the next preceding calendar year or which 


shall exceed 10 per centum of the aggregate net 


shares ¢f 


earnings for the next preceding five calendar years, 
whichever is the lesser amount, or any dividend 
which shall have been forbidden by the Commis- 
sion pursuant to the provision of the next sentence 
of this paragraph. At least thirty days before 
such company shall declare, pay, or distribute any 
lividend, it shall give the Commission written 

tice of its intention to declare, pay, or distribute 
the same; and if at any time it shall appear to the 
Commission that the declaration, payment or dis- 


tribution of any dividend for or during any cal- 
endar year might impair the financial integrity 


of such company or its ability to meet its liabilities 
inder its outstanding face-amount certificates, it 

iy by order forbid the declaration, distribution, 
ent of any such dividend 
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Bankruptcy of Face-Amount Certificate 
Companies 


Sec. 29. (a) Section 67 of an Act entitled “An 
Act to establish a uniform system of bankruptcy 
throughout the United States”, approved July 1, 
1898, as amended, is amended by adding at the end 
thereof the following: 

“f. (1) For the purposes of, and exclusively 
applicable to, this subdivision f (a) ‘debtor’ shall 
mean a face-amount certificate company as defined 











in section 4 of the Investment Company Act of 
1940; (b) ‘face-amount certificate’ shall mean a 
face-amount certificate as defined in section 2 of 
the Investment Company Act of 1940; (c) ‘deposi 
tary’ is a person or State agency with whom se 
urities or other property of a debtor is deposited 
or to whom property of a debtor is transferred, in 
trust or otherwise, pursuant to the requirements 
of a State law or an agreement by the debtor pro 
viding for the distribution of such property or 
its proceeds to creditors or security holders of the 
debtor in the event of the insolvency of the debtor 
or under other specified circumstances; (d) ‘de- 
posit creditor’ is 2 creditor who, under the pro- 
visions of a State law or agreement providing for 
a deposit with or transfer to a depositary, has 
rights as to the securities or property so deposited 
or transferred which exceed the rights of a gen- 
eral creditor; and (e) ‘State agency’ is an official 
or agency of a State designated to act as deposi- 
tary or to distribute property, or the proceeds of 
property held by a depositary. 

“(2) Every deposit or transfer of securities or 
other property made by or on behalf of a debtor 
with or to any depositary for the benefit or pro 
tection of or to secure the holder of any security 
sold by or on behalf of the debtor on or after 
January 1, 1941, shall be voidable as against the 
trustee of such debtor if the property of the es- 
tate is insufficient for the full payment and dis- 
charge of all claims on account of all face-amount 

ertificates sold by or on behalf of the debtor, and 

such deposit or transfer and every lien created 
thereby shall thereupon be avoided by the trustee 
subject to the provisions of paragraph 3 of this 
subdivision f. 

“(3) In the event any deposit or transfer de- 
scribed in paragraph 2 of this subdivision f shall 
be avoided the trustee shall segregate the property 
received by the trustee from the depositary and 
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e same Ww the ts and expens¢ f the registratior utement of such company 
tenance and liquidation and distribute the filed under this title; and 
‘ t eof to the creditors who would (2) copies of every periodic or interim re- 
eC ed el ler the provisions port or similar communication containing fj 
iw or agreeme providing for the deposit nancial statements and transmitted to any 
r sfer of propert 1 each such creditor class of such company’s security holders, such 
ereaf be entitle ividends from the copies to be filed not later than ten days after 
y after all cre of the same rank such transmission. 
Av received the sam reentage Any information or documents contained in a 
} ] court s summary jurisdi eport or other communication to security holders 
f any proce gs ti id determine the filed pursuant to paragraph (2) may be incor- 
2 ofa y part s ie subd vision f and porated by reference in ny report subsequently 
and determine the ency of the prox r concurrently filed pursuant to paragraph (1). 
y of the estate for tl payment and dis (c) The Commission shall issue rules and regu- 
urge of all S ‘ t of all face-amount ations permitting the filing with the Commission, 
ites st by o1 ilf of the debtor. ind with any national securities exchange con- 
) e of any hear such proceedings erned, of copies of periodic reports, or of ex- 
ull be give o every depositary and State tracts therefrom, filed by any registered invest- 
gency Which is a part rest. ment company pursuant to subsections (a) and 
Where the provisi of subsection (c) b), in lieu of any reports and documents required 
f 2S are ot appli able, the provisions of such company under section 13 or 15 (d) of 
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Section 44 of said Act of July 1, 1898, as (d) Every registered investment company shall 
led, l g at the end of sub- transmit to its stockholders, at least semi-annu- 
Sit 1) thereof th llowing sentence: lly, reports containing such of the following in- 
If the bankrupt is a amount certificate formation and financial statements or their equiv- 
mpany, as def od section 4 of the Invest- ilent, as of a reasonably current date, as the Com- 
ent Company Act of 1940, the court alone shall mission may prescribe by rules and regulations 
ike the app ntment: he court shall not for the protection of investors, which reports shall 
ake such appointment without first notifying ot be misleading in any material respect in the 
e Se ge Commission and giv- ght of the reports required to be filed pursuant 
g in Opportunity to be heard.” to subsections (a) and (b): 


ur 


niormation, documents 





ially pursuant to section 
xchange 


(b) Every registered i 


Periodic and Other Reports; Reports of 
Affiliated Persons 


EX ). (a) Every registered investment com- 


1y shall file annually with the Commission stich 





id reports as investment 


ipanies having securities registered on a na- 


il securities exchange are required to file an- 


13 (a) of the Securities 


? 


Act of 1934 and the rules and regula- 


1s issned thereur ler. 





1) such information and documents 
er thar ancial statements) as the Com- 
I on may require n a semi-annual or 
quarterly basis, to keep reasonably current 
nformation and documents contained in 


(1) a balance sheet accompanied by a state- 
ment of the aggregate value of investments 
on the date of such balance sheet; 

(2) a list showing the amounts and values 
of securities owned on the date of such bal- 
ance sheet ; 

(3) a statement of income, for the period 
covered by the report, which shall be itemized 
at least with respect to each category of in- 
come and expense representing more than 5 
per centum of total income or expense; 

(4) a statement of surplus, which shall be 
itemized at least with respect to each charge 
or credit to the surplus account which repre- 


5 per centum of the total 
charges or credits during the period covered 


by the report ; 


sents more than 


(5) a statement of the aggregate remu- 
neration paid by the company during the pe 
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riod covered by the report (A) to all directors 
and to all members of any advisory board for 
regular compensation; (B) to each director 
and to each member of an advisory board for 
special compensation; (C) to all officers; and 
D) to each person of whom any officer or 
director of the company is an affiliated per 
son; and 
(6) a statement of the aggregate dollar 
yunts of purchases and sales of invest- 





ment securities, other than Government se- 
curities, made during the period covered by 
the report: 

Prov léd, 


mission any item required under this subsection is 


That if in the judgment of the Com 
inapplicable or inappropriate to any specified type 
or types of investment company, the Commissior 
may by rules and regulations permit in lieu thereof 
the inclusion of such item of a comparable char 
acter as it may deem applicable or appropriate 
to such type or types of investment company. 

(e) Financial statements contained in annual 
reports required pursuant to subsections (a) and 
(d), if required by the rules and regulations of 
the Commission, shall be accompanied by a cer 
tificate of independent public accountants. The 
certificate of such independent public accountants 
shall be based upon an audit not less in scope or 
procedures followed than that which independent 
public accountants would ordinarily make for the 
purpose of presenting comprehensive and depend 
able financial statements, and shall contain such 
information as the Commission may prescribe, by 
rules and regulations in the public interest or for 
the protection of investors, as to the nature and 
scope of the audit and the findings and opinion 
of the accountants. Each such report shall state 
that such independent public accountants have 
verified securities owned, either by actual exam 
ination, or by receipt of a certificate from the cus- 
is the Commission may prescribe by rules 
and regulations 

(f) Every person who is directly or indirectiy 
the ber efic) 


of anv 


short-term paper) of which a registered closed 


al owner of more than 10 per centum 
lass of outstanding securities (other than 


end company is the issuer or who is an officer, 


director, mber of an advisory board, invest 
ment adviser, or affiliated person of an invest 


ment adviser of such a company shall in respect 
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of his transactions in any securities of such com 
pany (other than short-term paper) be subject to 
the same duties and liabilities as those imposed by 
Act of 1934 
upon certain beneficial owners, directors, and offi 


section 16 of the Securities Exchange 


ers in respect of their transactions in certain 


equity securities. 


Accounts and Records 


Sec. 31. (a) Every registered investment com 


pany, and every underwriter, broker, dealer, or 


investment adviser which is a majority-owned 


subsidiary of such a com il] maintain and 


ta 


preserve for such period or periods as the Com 








nission may prescribe by rules and regulati 
such accounts, books, and other docume1 As 
stitute the record forming the basis for financial 
statements required to be filed pursuant ection 
30 of this title, and of the audits ertincates re 
lating thereto. Every investment adviser not a 
majority-owned subsidiary of, and every depositor 
»f any registered investment pany, and every 
principal underwriter for any registered invest 
ment com] other t 1 closed 1 company 
shall maint and pri e for such period ot 
periods as the Commission shall prescribe by rule 
and regulations, such accounts, books, and other 
documents as are necessary or appropriate to r 
ord such person’s tra tions th such reg 
tered company 

(b) All accounts, books, and r records, re 
quired to be maintained and preserved by any } 
son pursuant to subsectio ill be su t 
it any t d from t et ich reasor 
able periodic, special, and other examinations by 
the Commission, or any member or representative 


thereof, as the C« 








su perso! x ommis 
within such 1 the Commis 
may prescribe, « cts from sucl 











effort, expense, OI delay . Cx rn on may 
by order require 
( The Conn may the } blic 1 
or for the prote of investors, issue 
rules and regulations providing for a reasonable 
degree of uniforn { ount gy MX es 
and principles to be followed gistered inves 
ment companies in maintaining their accounting 


records and in preparing financial statements re 
quired pursuant to this title 
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d The 


by any registered investment company, may by 


Commission, upon application made 
order exempt a specific transaction or transactions 
from the provisions of any rule or regulation made 
if the 
regulation 


pursuant to subsection (c), 


that 


Commission 
should 


reasonably be applied to such transaction. 


finds such rule or not 


Accountants and Auditors 


Sr 2. (a) After one year from the effective 


date of this title, it shall be unlawful for any reg 


istered management company or registered face- 


t certificate company to file with the Com- 


amour 


mission any fi al statement s ened or certified 


nar 


by an independent public accountant, unless 





1 t sl have been se 
lected at a meeting held within thirty days be- 
fore or after the begir ning of the fiscal year 
annual meeting of stockholders 
in that year by a majority of tho 


of the board of directors who are not invest- 


or be fore the 





» members 





ment advisers of, or affiliated persons of an 
investment adviser of, or officers or employees 
of, such registered company ; 

(2) such selection shall have been submit 
ted for ratification or 





rejection at the next 
succeeding annual meeting of stockholders if 
such meeting be held, except that any vacancy 
occurring between annual meetings, due to 
the death or resignation of the accountant, 


may be filled by the board of directors; 





(3) the employment of such accountant 
shall have been conditioned upon the right of 
the company by vote of a majority of the out- 
standing voting securities at any meeting 
called for the purpose to terminate such em- 
ployment forthwith without any penalty; and 

(4) such certificate or report of such ac- 
countant shall be addressed both to the board 
of directors of such registered company and 
to the security holders thereof: 

Provided, That if the selection of an accountant 
has been rejected pursuant to paragraph (2) or 
hisemployment terminated pursuant to paragraph 
(3) the vacancy so occurring may be filled by a 
vote of a majority of the outstanding voting se- 
curities, either at the meeting at which the rejec- 
tion or termination occurred or if not so filled then 
at a subsequent meeting which shall be called for 
the purpose. In the case of a common-law trust 
of the character described in section 16 (b) no 
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ratification of the employment of such accountant 
shall be required but such employment may be 
terminated and such accountant removed by ac- 
tion of the holders of record of a majority of the 
outstanding shares of beneficial interest in such 
trust in the same manner as is provided in said 
section 16 (b) in respect of the removal of a 
trustee, and all the provisions therein contained 

an oh on. 


as (oO Une lll 


g of a meeting shall be applicable, 
In the event of such termination and removal the 
vacancy so occurring may be filled by action of the 
holders of record of a majority of the shares of 


beneficial interest either at the meeting, if any, a 


which such. termination and removal occurs, or by 
instruments in writing filed with the custodian, 
or if not so filled within a reasonable time then at 
a subsequent meeting which shall be called by the 
trustees for the purpose. The provisions of para- 
graph (40) of section 2 (a) as toa majority shall 
be applicable to the vote cast at ar y meeting of 
the shareholders of such a trust held pursuant 
to this subsection. 

(b) No registered management company or reg- 
istered face-amount certificate company shall file 
with the Commission any financial statement in 
the preparation of which the controller or other 
principal accounting officer or employee of such 
company participated, unless such controller, offi- 
cer or employee was selected, either by vote of the 
holders of such company’s voting securities at the 
last annual meeting of such security holders, or 
by the board of directors of such company. 

(c) The Commission is authorized, by rules and 
regulations or order in the public interest or for 
the protection of investors, to require accountants 
and auditors to keep reports, work sheets, and 
other documents and papers relating to registered 
investment companies for such period or periods 
as the Commission may prescribe, and to make the 
same available for inspection by the Commission 
or any member or representative thereof. 


Settlement of Civil Actions 


Sec. 33. (a) Every registered investment com- 
pany which is a party and every affiliated person 
of such company who is a party defendant to any 
action or claim by a registered investment com- 
pany or a security holder thereof in a derivative 
capacity against an officer, director, investment 
adviser, trustee, or depositor of such company for 


an alleged breach of official duty, which such ac- 


| 





tion or I 
effective ¢ 


already t1 


ments spe 
(1) 

settle 
had t 


tion 


mise 





compron 
all plead 
action, t¢ 
settleme! 
cluded i 
Commis: 
any suc] 





suits wl 
panies § 


persons 


Destruc 


SEC 
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be dee 
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tion or claim is commenced or asserted after the 
effective date of this title, shall transmit, unless 
already transmitted to the Commission, the docu- 
ments specified in subsection (b) hereof if— 

(1) such action has been compromised or 
settled and such settlement or compromise has 
had the approval of a court having jurisdic- 
tion to approve such settlement or compro- 
mise; or 

(2) a verdict has been rendered or final 
judgment entered on the merits in such ac- 
tion. 

(b) Within thirty days after such settlement or 
compromise, verdict or final judgment, copies of 
all pleadings and any written record made in such 
action, together with a statement of the terms of 
settlement or compromise, if such terms be not in- 
cluded in the record, shall be transmitted to the 
Commission; and any information contained in 
any such documents may be used by the Com- 
mission in connection with any report or study 
which may be made by the Commission of law- 
suits whether of investment companies or com- 
panies generally: Provided, That the names of 
persons involved shall not be disclosed. 








Destruction and Falsification of Reports and 
Records 


Sec. 34. (a) It shall be unlawful for any per- 
son, except as permitted by rule, regulation, or 
order of the Commission, willfully to destroy, mu- 
tilate, or alter any account, book, or other docu- 
ment the preservation of which has been required 
pursuant to section 31 (a) or 32 (c). 

(b) It shall be unlawful for any person to 
make any untrue statement of a material fact in 
any registration statement, application, report, ac- 
count, record, or other document filed or trans- 
mitted pursuant to this title or the keeping of 
which is required pursuant to section 31 (a). It 
shall be unlawful for any person so filing, 
transmitting, or keeping any such document to 
omit to state therein any fact necessary in order to 
prevent the statements made therein, in the light 
of the circumstances under which they were made, 
from being materially misleading. For the pur- 
poses of this subsection, any part of any such 
document which is signed or certified by an ac- 
countant or auditor in his capacity as such shall 
be deemed to be made, filed, transmitted, or kept 
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by such accountant or auditor, as well as by the 


person filing, transmitting, or keeping the com- 
plete document. 


Unlawful Representations and Names 


Sec. 35. (a) It shall be unlawful for any per- 
son, in issuing or selling any security of which a 
registered investment company is the issuer, to 
represent or imply in any manner whatsoever that 
such security or company has been guaranteed, 
sponsored, recommended, or approved by the 
United States or any agency or officer thereof. 

(b) It shall be unlawful for any person regis- 
tered under any section of this title to represent 
or imply in any manner whatsoever that such 
person has been sponsored, recommended, or ap- 
proved, or that his abilities or qualifications have 
in any respect been passed upon by the United 
States or any agency or officer thereof. 

(c) No provision of subsection (a) or (b) shall 
be construed to prohibit a statement that a person 
or security is registered under this Act, the Secu- 
rities Act of 1933, or the Securities Exchange Act 
of 1934, if such statement is true in fact and if the 
effect of such registration is not misrepresented. 

(d) It shall be unlawful for any registered in- 
vestment company hereafter to adopt as a part of 
the name or title of such company, or of any secu- 
rity of which it is the issuer, any word or words 
which the Commission finds and by order declares 
to be deceptive or misleading. The Commission 
is authorized to bring an action in the proper dis- 
trict court of the United States or United States 
court of any Territory or other place subject to 
the jurisdiction of the United States alleging that 
the name or title of any registered investment com- 
pany, or of any security which it has issued, is 
materially deceptive or misleading. If the court 
finds that the Commission’s allegations in this 
respect, taking into consideration the history of 
the investment company and the length of time 
which it may have used any such name or title, 
are established, the court shall enjoin such in- 
vestment company from continuing to use any 
such name or title. 


Injunctions Against Gross Abuse 


Sec. 36. The Commission is authorized to bring 
an action in the proper district court of the United 
States or United States court of any Territory or 
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‘ ‘ t sdiction of the 
United States, alleging that a person serving or 
cting in one or more of the following capacities 
has bes guilty, ifter the enactment of this title 


nd within five years of the commencement of the 

r gr ibuse of trust 

respect of any registered investment company 
such person so serves or acts 

1) as officer, director, member of an ad 

visory board, investment adviser, or depositor; 


or 


tered company an 





investment trust, or 


company 


If the Commission’s allegations of such gross 
misconduct or gross abuse of trust are established, 
the court shall enjoin such pers« Orsay ting 
uch capacit apacities either permanently or 
f period of time as it in its discretion shall 
deem appropriate 


Larceny and Embezzlement 


Sec. 37. Whoever steals, unlawfully abstracts, 
unlawfully and willfully converts to his own use 
or to the use of another, or embezzles any of the 


moneys, funds, securities, credits. 


property, or 
assets of any registered investment company shall 
be deemed gu Ity of a crime, and upor conviction 
thereof shall be subject to the penalties provided 
A judgment of 


quittal on the merits under the laws of any State 


in section 49 ‘onviction or ac- 


shall be a bar to any prosecution under this section 
for the same act or acts 


Rules, Regulations, and Orders; General 
Powers of Commission 


Sec. 38. (a) The Commission shall have au- 
thority from time to time to make, issue, amend, 
ind rescind such rules and regulations and such 
yrders as are ne essary or appropriate to the exer 
cise of the powers conferred upon the Commission 
elsewhere in this title, including rules and regu- 
lations defining accounting, technical, and trade 
terms used in this title, and prescribing the form 
or forms in which information required in regis- 
tration statements, applications, and reports to the 
Commission shall be set forth. For the purposes 
of its rules or regulations the Commission may 


classify persons, securities, end other matters 
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within its jurisdiction and prescribe different re- 





quirements for different classes of persons, securi- 
ties, or matters 


(b) The Con 


tions or order 


lission, by such rules and regula- 
it deems necessary or appro- 





interest or for the protection 
's, may authorize the filing of any infor- 
ocuments required to be filed with the 
sion under this title, title IT of this Act, 
the Securities Act of 1933, the Securities Ex- 
ange Act of 1934, the Public Utility Holding 
Company Act of 1935, or the Trust Indenture Act 
of 1939, by incorporating by reference any infor- 





mation or documents theretofore or concurrently 
filed with the Cor i 





ission under this title or any 





provision of this title imposing any 
iability shall apply to any act done or omitted in 
good faith 


on, or order of the Commission, notwithstanding 


“onformity with any rule, regula- 


that such rule, regulation, or order may, after 
such act or omission, be amended or rescinded or 
be de ined by judicial or other authority to 
be invalid for any reason. 





Rules and Regulations; Procedure for Issuance 


Sec. 39. Subject to the provisions of the Fed- 
eral Register Act and regulations prescribed un- 
der the authority thereof, the rules and regulations 
of the Commission under this title, and amend- 
ments thereof, shall be effective upon publication 
in the manner which the Commission shall pre- 
scribe, or upon such later date as may be provided 
in such rules and regulations. 


Orders; Procedure for Issuance 
Sec. 40. (a) Orders of the Commission under 
this title shall be issued only after appropriate 
notice and opportunity for hearing. Notice to the 
parties to a proceeding before the Commission 
shall be given by personal service upon each party 
or by registered mail or confirmed telegraphic no- 
tice to the party’s last known business address. 
Notice to interested persons, if any, other than 
parties may be given in the same manner or by 
publication in the Federa] Register. 

(b) The Commission may provide, by appro- 
priate rules or regulations, that an application 


verified under oath may be admissible in evidence 
in a proceeding before the Commission and that 


y ot 


any 0 
of th 
nated 
afirn 


tion < 
randa 
whic! 
such 
of ar 
place 
pla 


state 
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the re rd in such a proceeding may consist, in 
whole or in part, of such application 

In any proceeding before the Commission, 
e Commission, in accordance with such rules 
and regulations as it may prescribe, shall admit 
as a party any interested State or State agency, 
and may admit as a party any representative of 


interested security holders, or any other person 





whose participation in the proceeding may be in 


interest or for the protection of in 


Hearings By Commission 


Hearings may be public and may be 
eld before the Commission, any member or mem 
bers thereof, or any officer or officers of the Com 
mission designated by it, and appropriate records 


iall be kept. 


Enforcement of Title 


Sec. 42. (a) The Commission may make such 
investigations as it deems necessary to determine 
whether any person has violated or is about to vio- 
late any provision of this title or of any rule, regu 
latic r order hereunder, or to determine wheth 
er any action in any court or any proceeding be 
fore the Commission shall be instituted under this 
title against a particular person or persons, o1 
with respect to a particular transaction or trans 
actions. The Commission shall permit any per 
son to file with it a statement in writing, under 
oath or otherwise as the Commission shall dete: 


mine, as to all the facts and circumstances cor 





ng the matter to be investigated 

For the purpose of any investigation o 
any other proceeding under this title, any membe 
of the Commission, or any officer thereof desig 
nated by it, is empowered to administer oaths and 
affirmations, subpe 


1a@ witnesses, compel their at- 





tendance, take evidence, and require the produc 
tion of any books, papers, correspondence, memo 
randa, contracts, agreements, or other records 
which are relevant or material to the inquiry. 
Such attendance of witnesses and the production 
of any 





such records may be required from any 
place in any State or in any Territory or other 
place subject to the jurisdiction of the United 
States at any designated place of hearing. 

(c) In case of contumacy by, or refusal to obey 
& subpena issued to, any person, the Commission 
may invoke the aid of any court of the United 


LEGISLATION 


States within the jurisdiction of which such in 
vestigation or proceeding is carried on, or where 


such person resides or carries on business, in ré 





quiring the attendance and testimony of witnesses 
and the production of books, papers, correspo! 
memoranda, contracts, agreements, ar 


And such court 


dence, 
other records. in order! 


requiring such person to appear before the Com- 


may isst 


mission or member or officer designated 


Commission, there to produce records, if so or 


dered, or to give testimony touching the matter 
under investigation or in question; any failure t: 
obey such order of the court may be punished | 


uch court as a contempt thereof All proces 


n any such case may be served in the judicial d 


trict whereof such person is an inhabitant o1 
wherever he may be found Any person wh 
without just cause shall fail or refuse to atten 
and testify or to answer any lawful inquiry o1 
to produce books, papers, correspondence, 


randa, contracts, agreements, or other records, if 


n his or its power so to do, obedience to the 
subpena of the Commission, ill be guilty of a 
misdemeanor, and upon conviction shall be subject 
to a fine of not more than $1,000 or to imprison 


ment for a term or not more than on 
both. 





correspondence, n 





ments, or other records and do 





Commission, or in obedience to the subpena of t 
Commission or any member thereof or any officer 
desi by it, or in any cause or proceeding 
nstituted by the Cor , on the ground t 





the testimony or evidence, documentary or othe 
wise, required of him may tend to incriminate him 
or subject him to a penalty or forfeiture; but 1 

individual shall be prosecuted or subject to any 


penalty or forfeiture for or on account of any 





transaction, matter, or thing concerning which he 


is compelled to testify or produce evidence, docu 





mentary or otherwise, after having claimed his 
privilege against self-incrimination, except that 
such individual so testifying shall not be exempt 
from prosecution and punishment for perjury 
committed in so testifying 

(e) Whenever it shal 








engage in any a r pract onstitut 
lation of any provision of this title, or of any r 
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regulation, or order hereunder, it may in its dis- 
cretion bring an action in the proper district court 
of the United States, or the proper United States 
court of any Territory or other place subject to the 
jurisdiction of the United States, to enjoin such 
acts or practices and to enforce compliance with 
this title or any rule, regulation, or order here- 
under. Upon a showing that such person has en- 
gaged or is about to engage in any such act or 
practice, a permanent or temporary injunction 
or decree or restraining order shall be granted 
without bond. In any proceeding under this sub- 
section to enforce compliance with section 7, the 
court as a court of equity may, to the extent it 
deems necessary or appropriate, take exclusive 
jurisdiction and possession of the investment com- 
pany or companies involved and the books, rec- 
ords, and assets thereof, wherever located ; and the 
court shall have jurisdiction to appoint a trustee, 
who with the approval of the court shall have 
power to dispose of any or all of such assets, sub- 
ject to such terms and conditions as the court may 
prescribe. The Commission may transmit such 
evidence as may be available concerning any vio- 
lation of the provisions of this title, or of any rule, 
regulation, or order thereunder, to the Attorney 
General, who, in his discretion, may institute the 
appropriate criminal proceedings under this title. 


Court Review of Orders 


Sec. 43. (a) Any person or party aggrieved 
by an order issued by the Commission under this 
title may obtain a review of such order in the 
circuit court of appeals of the United States with- 
in any circuit wherein such person resides or has 
his principal place of business, or in the United 
States Court of Appeals for the District of Co- 
lumbia, by filing in such court, within sixty days 
after the entry of such order, a written petition 
praying that the order of the Commission be modi- 
fied or set aside in whole or in part. A copy of 
such petition shall be forthwith served upon any 
member of the Commission, or upon any officer 
thereof designated by the Commission for that 
purpose, and thereupon the Commission shall cer- 
tify and file in the court a transcript of the record 
upon which the order complained of was entered. 
Upon the filing of such transcript such court shall 
have exclusive jurisdiction to affirm, modify, or 
set aside such order, in whole or in part. No ob- 
jection to the order of the Commission shall be 





considered by the court unless such objection shal} 
have been urged before the Commission or unless 
there were reasonable grounds for failure so to do 
The findings of the Commission as to the facts, if 
supported by substantial evidence, shall be con. 
clusive. If application is made to the court for 
leave to adduce additional evidence, and it js 
shown to the satisfaction of the court that such 
additional evidence is material and that there 
were reasonable grounds for failure to adduce 
such evidence in the proceeding before the Com- 
mission, the court may order such additional eyvi- 
dence to be taken before the Commission and to be 
adduced upon the hearing in such manner and 
upon such terms and conditions as to the court 
may seem proper. The Commission may modify 
its findings as to the facts by reason of the addi- 
tional evidence so taken, and it shall file with the 
court such modified or new findings, which, if 
supported by substantial evidence, shall be con- 
clusive, and its recommendation, if any, for the 
modification or setting aside of the original or- 
der. The judgment and decree of the court affirm. 
ing, modifying, or setting aside, in whole or in 
part, any such order of the Commission shall be 
final, subject to review by the Supreme Court of 
the United States upon certiorari or certification 
as provided in sections 239 and 240 of the Judicial 
Code, as amended. 

(b) The commencement of proceedings under 
subsection (a) to review an order of the Com- 
mission issued under section 8 (e) shall operate 
as a stay of the Commission’s order unless the 
court otherwise orders. The commencement of 
proceedings under subsection (a) to review an or- 
der of the Commission issued under any provision 
of this title other than section 8 (e) shall not oper- 
ate as a stay of the Commission’s order unless 
the court specifically so orders. 


Jurisdiction of Offenses and Suits 


Sec. 44. The district courts of the United States 
and the United States courts of any Territory or 
other place subject to the jurisdiction of the 
United States shall have jurisdiction of violations 
of this title or the rules, regulations, or orders 
thereunder, and, concurrently with State and Ter- 
ritorial courts, of all suits in equity and actions 
at law brought to enforce any liability or duty 
created by, or to enjoin any violation of, this title 
or the rules, regulations, or orders thereunder. 
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Any criminal proceeding may be brought in the 
*t wherein any act or transaction constituting 
the vit A criminal proceeding 
based upon a violation of section 34, or upon a 
failure to file a report or other document required 
led under this title, may be brought in the 
t wherein the defendant is an inhabitant or 


distri 


lation occurred 


to be tf 
distr 
maintains his principal office or place of business. 
Any suit or action to enforce any liability or duty 
created by, or to enjoin any violation of, this title 
or rules, regulations, or orders thereunder, may 
be brought in any such district or in the district 
he defendant is an inhabitant or trans- 
cts business, and process in such cases may be 
iny district of which the defendant is an 
tant or transacts business or wherever the 
lant may be found 
] 


rendered sha 





Judgments and decrees 
ll be subject to review as provided 
amended, and section 7, as amended, of the Act 
entitled “An Act to establish a court of appeals 
for the District of Columbia”, approved February 


18 No costs shall be assessed for or against 
the Commission in any proceeding under this title 


brought by or against the Commission in any 


Information Filed With Commission 


(a) The information contained in any 
registration statement, application, report, or 
ument filed with the Commission pur- 
suant to any provision of this title or of any rule 
or regulation thereunder (as distinguished from 


nformation or document transmitted to the 








shall be made available to the public, 





inless and except insofar as the Commission, by 
rules and regulations upon its own motion, or by 
order vation, finds that public dis- 
clos 5 


essary nor appropriate in the 
public interest or for the protection of investors. 
It shall be for any member, officer, or 
employee of the Commission to use for personal 


unlawful 


benefit, or to disclose to any person other than an 
official or employee of the United States or of a 
State, f } use, or for any such official or 





for personal benefit, any infor- 





filed or 
is not available 


ed in any document so 


transmitted, if such information 


Photostatie or other copies of information 


contained in documents filed with the Commission 
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under this title and made available to the public 
shall be furnished any person at cuch reasonable 
charge and under such reasonable limitations as 
the Commission shall prescribe. 


Annual Reports of Commission; Employees of 
the Commission 


Sec. 46. (a) The Commission shall submit an- 
nually a report to the Congress covering the work 
of the Commission for the preceding year and in- 
cluding such information, data, and recommenda- 
tions for further legislation in connection with 
the matters covered by this title as it may find 
advisable. 

(b) For the purposes of this title, the Commis- 
sion may select, employ 





and fix the compensation 
of such attorneys, examiners, and other experts as 
shall be necessary for the transaction of the busi- 
ness of the Commission in respect of this title with- 
out regard to the provisions of other laws appli- 
cable to the employment and compensation of 
officers or employees of the United States; and the 
Commission may, subject to the civil-service laws, 
appoint such other officers and employees as are 
necessary in the execution of the functions of the 
Commission and fix their salaries in accordance 
with the Classification Act of 1923, as amended. 


Validity of Contracts 


Sec. 47. (a) Any condition, stipulation, or pro- 
vision binding any person to waive compliance 
with any provision of this title or with any rule, 
regulation, or order thereunder shall be void. 

(b) Every contract made in violation of any 
provision of this title or of any rule, regulation, 
or order thereunder, and every contract hereto- 
fore or hereafter made, the performance of whicl 


involves the violation of, or the continuance of 


any relationship or practice in violation of, any 


provision of tl 
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s title, or any rule, regulation, or 
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hall be void 





order thereunder, 
rights of any person who. in 
provision, rule, regu 


made or engaged in the performance of any su 


) as regards the 
violation of any such 
or order, shall have 





atior 





contract, and (2) as regards the rights of any per- 


son who, not being a party to such contract, s ] 
have acquired any right thereunder with actual 


knowledge of the facts by reason of which the 
making or performance of such contract was 


violation of any such provis , rule, regulation, 


or order. 
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Liability of Controlling Persons; Preventing 
Compiiance With Title 


Sec. 48. (a) It shall be unlawful for any person, 
directly or indirectly, to cause to be done any act 
or thing through or by means of any other person 
which it would be unlawful for such person to do 
under the provisions of this title or any rule, reg- 
ulation, or order thereunder. 

(b) It shall be unlawful for any person without 
just cause to hinder, delay, or obstruct the making, 
filing, or keeping of any information, document, 
report, record, or account required to be made, 
filed, or kept under any provision of this title or 
any rule, regulation, or order thereunder. 


Penalties 


Sec. 49. Any person who willfully violates any 
provision of this title or of any rule, regulation, 
or order hereunder, or any person who willfully 
in any registration statement, application, report, 
account, record, or other document filed or trans 
mitted pursuant to this title or the keeping of 
which is required pursuant to section 31 (a) makes 
any untrue statement of a material fact or omits 
to state any material fact necessary in order to 
prevent the statements made therein from being 
materially misleading in the light of the circum- 
stances under which they were made, shall upon 
conviction be fined not more than $10,000 or im- 
prisoned not more than two years, or both; but no 
person shall be convicted under this section for the 
violation of any rule, regulation, or order if he 
proves that he had no actual knowledge of such 
rule, regulation, or order. 


Effect on Existing Law 


Sec. 50. Except where specific provision is made 
to the contrary, nothing in this title shall affect 
(1) the jurisdiction of the Commission under the 
Securities Act of 1933, the Securities Exchange 
Act of 1934, the Public Utility Holding Company 
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Act of 1935, the Trust Indenture Act of 1939, or 
title 11 of this Act, over any person, security, or 
transaction, or (2) the rights, obligations, duties, 
or liabilities of any person under such Acts; nor 
shall anything in this title affect the jurisdiction 
of any other commission, board, agency, or officer 
of the United States or of any State or political 
subdivision of any State, over any person, security, 
or transaction, insofar as such jurisdiction does 
not conflict with any provision of this title or of 
any rule, regulation, or order hereunder. 


Separability of Provisions 


Sec. 51. If any provision of this title or any 
provision incorporated in this title by reference, 
or the application of any such provision to any 
person or circumstances, shall be held invalid, the 
remainder of this title and the application of any 
such provision to person or circumstances other 
than those as to which it is held invalid shall not 
be affected thereby. 


Short Title 


Sec. 52. This title may be cited as the “Invest- 
ment Company Act of 1940”. 


Effective Date 


Sec. 53. The effective date of the provisions of 
this title, so far as the same relate to face-amount 
certificates or to face-amount certificate companies, 
is January 1, 1941: Provided, however, That any 
such face-amount certificate company may register 
prior to said date, as provided by section 8 of this 
title, and such registration shall not operate to 
change or affect said effective date as, to any such 
company or any face-amount certificates issued by 
it. The effective date of provisions hereof, inso- 
far as the same do not apply to face-amount cer- 
tificates or face-amount certificate companies is 
November 1, 1940. Except as herein otherwise 
provided, every provision of this title shall take 
effect on November 1, 1940. 
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SECURITIES AND EXCHANGE COMMISSION—EXPLANATION OF AMENDMENTS TO 
INVESTMENT COMPANY ACT OF 1940 


GENERAL OBJECTIVE OF STATUTE 


The general objective of the Investment Company Act is to protect the public 
and investors against malpractices in the control, management, and operation 
of publicly owned investment companies. The statute seeks in general to secure 
honest and unbiased management of investors’ funds: to give security holders 
a substantial voice in the company and in the selection of management: to 
insure sound and feasible capital structures; to assure fairness in all trans- 
actions between affiliated persons and the company; and to see that share- 
holders are provided with informative, periodic financial reports. The statute 
contains provisions for enforcement by the Commission through administrative 
and injunctive action and for the referral of information concerning violations 
to the Department of Justice for criminal prosecution. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities and 
Exchange Commission as desirable to further the basic intent and objectives of 
the statute. 

These recommendations for changes in the Investment Company Act of 1940 
ure, for the most part, limited to the clarification of certain provisions, the 
elimination of inconsistencies, changes to achieve the obvious intent and pur- 
pose of a particular provision and conformance of references to other statutes. 
In several instances, however, substantive amendments are recommended which 
are considered highly desirable in order to effectuate the purposes and policy 
of the statute. The Commission has not, nevertheless, made any broad or 
sweeping recommendations which might involve an extension of the Commis- 
sion’s present supervision over investment companies and their affiliates or 
which would involve substantially greater limitations upon the management of 
investment companies. 

Briefly, the more significant of the proposed amendments would (1) require 
the statement of policy of a registered investment company, which cannot be 
changed without the consent or approval of the holders of a majority of the 
voting securities, to include its fundamental investment objectives and invest- 
ment characteristics; (2) strengthen the statutory provisions requiring that at 
least 40 percent of the members of the board of directors be persons who have 
no pecuniary interest in the operations and management of the investment com- 
pany and who are not part of its operating staff; (3) require that if an invest- 
ment company chooses to keep its securities and investments in the “custody of 
a bank” such custodianship shall include the cash assets of the investment 
company; (4) impose limitations upon the proportion of common or preferred 
stock that may be acquired by face-amount certificate companies issuing fixed 
obligations (face-amount certificates) to prevent such obligations from becom- 
ing unduly speculative: (5) clarify and make more meaningful the definition of 
an “advisory board” of an investment company and the substantive provisions 
requiring such a board to have a certain number of independent members; (6) 
clarify certain exceptions to the definition of an investment company required 
to register under the act; (7) eliminate the exception from the definition of an 
investment company for a company subject to regulation under the Interstate 
Commerce Act when this Commission finds and by order declares that such 
company is primarily engaged in the business of investing, reinvesting, owning, 
holding, or trading in securities; and (8) clarify the terms “depositor” and 
“share of stock” used in the statute by adding specific definitions of these terms. 


Section 1. Modification of the status of an “advisory board” of an investment 
company 


Present law.— ‘Advisory board” of an investment company is defined in sec- 
tion 2(a)(1) of the Investment Company Act as a board (1) which is distinct 
from the board of directors or board of trustees; (2) which has advisory func- 
tions but no power to determine that any security or other investment shall be 
purchased or sold; and (3) which is composed solely of persons who do not 
serve such company in any other capacity. 

Problem.—The latter qualifying provision has created a problem because it 
appears to be in the nature of a regulatory provision rather than a descriptive 
provision 
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Section 10(g) provides that the same limitations of section 10 applicable to the 
composition of the board of directors of a registered investment company shall 
apply to an advisory board. For example, not more than 60 percent of the mem- 
bers of an advisory board may be affiliated persons of the investment adviser un- 
der section 10(a) as made applicable by section 10(g). 

Through the use of an investment advisory “committee” or an advisory “group 
of consultants” rather than a “board” and through the appointment on such 
committee or group of an officer or employee who does “serve such company in 
any other capacity,” it has been contended that the resulting committee or group 
is not an “advisory board” within the terms of section 2(a)(1) and, conse 
quently, that the limitations of section 10(g) do not apply. If this were true 
it would be simple for an investment company to avoid having its advisory com- 
mittee deemed an “advisory board” within the meaning of the act. Thus, per- 
sons in an advisory position with the investment company and who should be 
considered “affiliated persons” of the investment company would not be so con- 
sidered and would not be subject to such important provisions of the act as 
those contained in section 10(f) and section 17 relating generally to prohibitions 
With respect to transactions by an investment company involving an affiliated 
perso. Whether or not an “advisory board” exists would in this manner rest 
entirely within the discretion of the investment company. 

Although the Commission has handled this problem administratively by in- 
sisting that a company may not represent in its prospectus that it has an “ad- 
visory board,” or its equivalent, unless the board actually meets the definition 
of section 2(a)(1), the statute should be amended to make it more workable 
and meaningful. 

It is also to be noted that because the present definition of advisory board in 
the statute refers to a board “which is composed solely of persons who do not 
serve such company in any other capacity,” the membership of such a board is 
in effect subject to greater statutory restrictions than the membership of the 
board of directors. 

Remedy in the bill—This change would bring all investment advisory boards, 
committees, and groups within the definition of “advisory board.” Under sec- 
tion 10(g), the same limitations applicable to the board of directors of the in- 
vestment company would be applicable to the members of such advisory boards. 
There appears to be no sound reason for an advisory board, which has only ad- 
visory functions, to have any greater quantum of independent directors than the 
board of directors itself which has the actual power to make decisions and take 
action. 

On the other hand there would be a specific exclusion for committees com- 
posed solely of directors, officers, or employees of an investment company or of 
its investment adviser. There is no intention that such management or execu- 
tive committees be affected by the provisions applicable to advisory boards. 


Section 2. Definition of “depositor” of an unincorporated investment company 


Present law.—The term “depositor” is not defined in the statute. 

Problem.—The term “depositor” is used in various sections of the act, includ- 
ing sections 2(a) (3), 7(b), 9(a), 10(b), 26, and 27. Although the meaning of 
“depositor” is ascertainable from the context in which it is used and may also 
be derived from the legislative history of the act, it would seem advisable to 
have an express definition of the term. The words was most frequently used, 
prior to the enactment of the statute, to describe the person or company caus- 
ing the formation of a fixed trust or semifixed trust during the period when 
these types of investment trusts were popular. It is used in the statute to de- 
scribe the person or company promoting, sponsoring, or administering any unin- 
corporated fund or trust constituting an investment company, or who as sponsor 
or manager of such fund or trust deposits portfolio assets with the trustee or 
custodian of the fund or trust or who may direct the deposit of additional or 
substituted securities and the elimination of deposited securities. 

Remedy in the bill—The term would be defined as indicated above. Since a 
trustee or custodian designated in accordance with the provisions of section 26 
of the act may, in some cases, be responsible for one or more of such functions, 
the definition would specifically exclude them. 


Section 3. Definition of term “share of stock” 
Present law.—The term “share of stock” is not defined in the statute. 
Problem.—Reference is made in several provisions of the act to shares of stock, 
stockholders, and to stock. Sections 12(d), 18(i), 23(b), and 30(d) contain 
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such terms. While it is apparent that the statutory purpose cannot be avoided 
by designating a security by some other name, the question has arisen in a suffi- 
cient number of cases to suggest the advisability of making it expressly clear 
that the term “shares of stock” means any security similar in nature to an equity 
security. The term “security” as now defined includes certificates of beneficial 
interest, Shares in a fund or trust, participation in profit-sharing arrangements, 
and investment contracts. 

The terms “stockholder” and “stock” would in effect be covered by the same 
proposed definition. 

Remedy in the bill—The term would be defined as meaning any security simi- 
lar in nature to an equity security. 


Section 4. Elimination of reference to the Philippine Islands and Alaska in the 


definition of “State” 


Present law.—Section 2(a) (37) of the act defines the term “State” to include 
any State of the United States and, in addition, among others, the Philippine 
Islands and Alaska. 

Problem.—The Philippine Islands are no longer a possession and Alaska is now 
a State. 

Remedy in the bill—The amendment would delete these references. 


Section 5. Modification of erception from the act for company engaged in bank- 
ing, insurance, small loans, factoring, discount, or real, estate business 

Present law.—Section 3(c)(7) of the act provides an exception for— 

“(7) Any company primarily engaged, directly or through majority-owned 
subsidiaries in one or more of the businesses described in pargraphs (3), (5), 
and (6), or in one or more of such businesses (from which not less than 25 per 
centum of such company's gross income during its last fiscal year was derived) 
together with an additional business or businesses other than investing, reinvest- 
ing, owning, holding or trading in securities.” 

Problem.—If taken literally, this section would provide an exception for a 
company primarily engaged, directly or through majority-owned subsidiaries, in 
one of the following: 

(a) The banking or insurance company business. Section 3(c) (3); or 

(b) The small loan business. Section 3(c¢) (5); or 

(ec) The commercial discount, factoring, or real estate business. Section 

3(¢) (6). 

Yet each of these provisions, that is, section 3(c)(3), (5), and (6), has a test 
which is greater than the test of “primarily engaged.” Section 3(c) (3), for 
example, refers to an insurance company, which in section 2(a)(17) is defined 
as a colpany, organized as an insurance company, whose “primary and pre- 
dominant” business activity is writing insurance or reinsuring risks and which 
is supervised by a State official or agency. Section 3(c) (5) refers to a company 
“substantially all of whose business” is the small loan business. Section 3(c) (6) 
has the primary engagement test but excludes face-amount companies and pe- 
riodic payment plans. 

The specific exceptions with their stricter tests are obviously the ones intended 
rather than the more generalized and indirect exception of section 3(c) (7) 
This has been the Commission's interpretation following ordinary rules of statu 
tory construction. The section, however, should be revised to make this clear and 
yet carry out the intention to exempt a company which does business, directly or 
through majority-owned subsidiaries, in the financial fields of banking, insurance, 
small loans, factoring, and mortgages, but which may fall within the definition 
of investment company under section 3(a)(3) because it deals in “securities,” 
and “securities” constitute its major assets. On the other hand, where a com- 
pany engages in a number of such activities and also engages in the business 
of investing, reinvesting, owning, holding, or trading in securities to a significant 
extent, it should not be entitled to the exception of section 3(c) (7). This fol- 
lows the approach taken in section 3(c)(5), the exception for small loan 
companies. 

Remedy in the bill—Section 3(c) (7) would be amended to limit the exception 
to a company substantially all of whose business consists of one or more of the 
businesses described in section 3(c) (3), (5), and (6) and to add a proviso to 
exclude face-amount companies and periodic payment plans in the case of section 
3(c) (6) businesses. 
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Section 6. Modification of exception from the act for a company 90 percent or 
more of whose securities are those of a single issuer of certain types 

Present law.—Section 3(c) (8) contains an exception for a company 90 percent 
or more of the value of whose investment securities are those of a single issuer 
included within a class of persons enumerated in section 3(c) (5), (6), or (7). 

Problem.—(1) One question this provision raises is whether this exception 
is intended to include a company holding securities of a bank or insurance com- 
pany included in section 3(c)(3) by virtue of the reference to section 3(c) (7) 
which in turn contains a reference to section 3(¢) (3). It can be argued that if 
this were intended, then section 3(c)(3) should have been specified because 
paragraphs (5) and (6) were specifically stated in section 3(c)(8) and yet are 
also specified in section 3(c) (7). 

Remedy in the bill—‘1) To remove this doubt, it is proposed to amend the 
section to include a specific reference to paragraph (3). 

Problem.—(2) In addition, the Commission is doubtful whether the type of 
company excepted by section 2(c) (8) is entitled to an exemption from the act 
any more than a company all of whose security holdings are those of an indus- 
trial or commercial corporation, but which could not qualify for an exemption 
under section 3(b)(1) or 3(b)} (2) because not primarily engaged through such 
holdings in such industrial or commercial business. This seems to be an unwar- 
ranted inconsistency. In both types of situations, the essential purpose of the 
company is that of investing in securities and deriving its earnings from that 
investment. It is to be distinguished from the holding company situation where 
the company is, in effect, engaged in a business through its controlled company. 

Remedy in the bill—(2) It is proposed that section 3(c) (8) be modified to 
provide that the exception is only available where the single issuer whose stock 
is held by the holding company is also a company controlled by the holding 
company. 


Section 7. Modification of exception for company subject to regulation under the 
Interstate Commerce Act 

Present law.—Section 3(c)(9) contains an exception from the act for any 
company subject to regulation under the Interstate Commerce Act. 

Problem.—tThe intent of section 3(a)(9) in providing an exception from the 
act was to avoid subjecting a railroad or a railroad holding company to dual 
regulation under both the Interstate Commerce Act and the Investment Com- 
pany Act. As written the section may be used, and has been used, by companies 
which are essentially investment companies to escape the more pertinent, if more 
pervasive, regulation under the Investment Company Act by subjecting them- 
selves to the limited regulation under the Interstate Commerce Act designed 
for different purposes. 

In fact, regulation by both the SEC and the Interstate Commerce Commission 
(ICC) of such a company which is primarily tn investment company but which 
is also the holder of railroad securities would involve little, if any, duplication 
or conflict, and the burdens thereof, if any, would be minimal. It is anomalous 
that section 3(c)(9) which was designed to protect stockholders of a railroad 
holding company against the possible burden of dual regulation can be used by 
the management of the company at its will, even though it is essentially an 
investment company, to deprive these stockholders of the protections and safe 
guards of the Investment Company Act. 

The most significant case in point is the Alleghany Corp. matter which is 

described in the Commission’s reports to the Congress for the fiscal years ended 
1955 (pp. 101-102), 1956 (pp. 188-189) and 1957 (pp. 165-166). The bulk of the 
assets of this company has consisted of investment securities, including a large 
investment in Investors Diversified Services, Inc., an investment company itself 
which controls or manages, directly and indirectly, $21% billion of investors’ 
funds. A relatively smaller investment of Alleghany Corp. has been its holdings 
of New York Central Railroad stock. Because of its control over the railroad, 
and in connection with a transaction involving the railroad system, Alleghany 
Corp. was deemed to be a carrier and subjected to certain regulation by the 
ICC under the Interstate Commerce Act. Thus, Alleghany became entitled to 
an exception from the Investment Company Act although its business by far 
was, and has been, that of an investment company. 
Remedy in the bill—It is proposed to modify section 3(c) (9) to provide that 
the exception shall not apply to a company which the Commission finds and by 
order declares to be primarily engaged in the business of investing, reinvesting, 
owning, holding, or trading in securities. 
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Section 8. Clarification of exception for holding company registered under Public 
Utility Holding Company of 1935 


Present law.—Section 3(c) (10) excepts any company from the definition of 
investment company if it has a registration in effect as a holding company 
under the Publie Utility Holding Company Act of 1935. 

Problem.—This exception was necessary in view of the broad and detailed 
regulation provided under that act. Certain public utility holding companies, 
although registered under that act, have obtained exemption from regulatory 
provisions of that act under section 3 thereof. To all intents and purposes such 
exempt holding companies are not subject to that act and are, therefore, not 
excepted from the Investment Company Act. The Commission, however, recom- 
mends that any possible question of the necessity for their registration under 
the Investment Company Act be removed. 

Remedy in the bill—It is proposed to exclude from the exception for registered 


public utility holding companies, those which have been exempted under section 
3 of the Holding Company Act. 


Section 9. Change in a reference to another statute which has been amended 


Present law.—Section 3(c) (13) refers to section 165 of the Internal Revenue 
Code, as amended. 

Problem.—Section 165 has become section 401 of the Internal Revenue Code of 
1954. This section of the code covers the subject of the requirements for quali- 
fied stock bonus, pension, and profit-sharing trusts. 

Remedy in the bill_—The indicated substitution is proposed. 


Section 10. Modification of definition of “diversified investment company” 


Present law.—Section 5(b) classifies management investment companies as 
diversified or nondiversified companies. This is necessary because certain sub- 
stantive requirements apply to diversified companies. For example, such com- 
panies may not change their policy and become nondiversified without a majority 
vote of stockholders. 

In order to qualify as a diversified company, at least 75 percent of the value 
of the total assets of a company must be represented by— 

(a) Cash and cash items; 

(b) Government securities ; 

(c) Securities of other investment companies ; and 

(d) Other securities limited in respect of any one issuer to not more than 
5 percent of the value of the total assets of the investment company and 
10 percent of the voting securities of such issuer. 

Problem.—A company may have its entire portfolio or a major portion of its 
portfolio in the securities of other investment companies. The extent of diversi- 
fication of the portfolio investment company in this case is significant. If the 
portfolio company is nondiversified, the investing company is essentially non- 
diversified as well, although it would be technically classified as diversified. 
This result is one which was not intended. 

Remedy in the bill—Section 5(b) (1) would be amended to provide that the 
securities of other investment companies which can be included within the 75 
percent of assets required to be diversified must be securities of diversified invest- 
ment companies. 





Section 11. Elimination of references to the Philippine Islands and Alaska in 
certain exemptions from the act 


Present law.—Section 6(a)(1) exempts from the act companies organized and 
doing business in the Philippine Islands and Alaska so long as they sell none of 
their stock in any other State. 

Problem.—The exemption is inappropriate since the Philippine Islands are no 
longer a possession and Alaska has become a State. 

Remedy in the bill—The indicated deletions are proposed. 


Section 12. Strengthening the provisions relating to the recitals of investment 
policy , 

Present law.—Section 8(b) (1) requires every registered investment company 
to file a registration statement including a recital of the policy of the company 
regarding various important subjects. These involve such matters as diversifi- 
cation, redeemability of its securities, borrowing money, concentration of invest- 
ments in any particular industry and making loans. Under section 13(a) these 
policies may not be changed unless authorized by a majority vote of the company’s 
stockholders. 
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Problem.—Omitted from the list of subjects as to which policies are to be 
declared by the investment company is the basic investment objectives and char- 
acteristics of the investment company despite the fact that this is one of the 
most significant factors for the public investor to consider. 

Whether an investment company is a balanced fund, a bond fund or a common 
stock fund is so important that financial publications and financial services 
analyzing or describing investment companies treat such companies in separate 
categories. Whether the investment company represents that its investment ob- 
jective is primarily capital appreciation or income is of the same order of 
significance. Other primary investment objectives such as investments in con- 
trolled companies, investments in special types of securities or in particular 
geographical areas are also of great concern. 

Nevertheless, if a company does not choose to treat these objectives or charac- 
teristics as fundamental under section 8(b) (2), it may change its policy as to 
them without obtaining the consent or approval of its stockholders. 

Such subjects are of at least equal importance with the matters required to be 
stated under section 8(b)(1) and should therefore be required to be set forth 
as a statement of fundamental policy which cannot be changed without the 
consent of stockholders holding a majority of the stock. In recommending 
this legislation, it is not the intention of the Commission to impede management 
or restrict management beyond requiring the approval of stockholders for signif- 
icant changes in investment policy. 

Remedy in the bill—It is proposed to amend section 8(b)(2) to require a 
recital of policy in respect to the types of securities in which the company 
intends to invest; investment objectives as to income or capital appreciation, 
if it intends to emphasize such objectives; geographical areas of investment, if 
any; and investment for control or management. Appropriate reservation of 
freedom to invest in so-called defensive securities may be made under the 
amendment. 

An accompanying amendment is proposed in section 13(a) (3) to prohibit any 
change or deviation from the statement of policy in this regard without a 
majority vote of stockholders. See section 16 herein. 


Section 13. Strengthening provisions relating to affiliations of directors and 
requiring certain percentage of independent directors 

Present law.—Section 10 (a), (b), and (c) have the general purpose of assur- 
ing that an investment company will have a certain number of independent 
directors on the board of directors, Section 10(a) is designed to assure that 
at least 40 percent of the members of the board will be persons who have no 
pecuniary interest in the management of the investment company and who are 
not part of its operational staff. Thus, this section provides that not more than 
60 percent of the directors shall be officers, employees, or investment advisers of 
the investment company, or affiliated persons of an investment adviser of the 
investment company. 

Section 10(b) goes further in providing that a majority of the board may 
not be directors who are regular brokers or principal underwriters of the invest- 
ment company or who are investment bankers. These provisions also cover 
affiliated persons of these persons. Section 10(c) provides that a majority 
of the board may not be officers or directors of any one bank. 

Problem.—Despite the elaborate limitations of these provisions, because 
of the limited scope of section 10(a) and the fact that sections 10(a) and 
10(b) are not keyed together, it is possible to have a board composed of no 
independent directors. For example, a board of five members could consist of 
three officers and two regular brokers for the company, or three officers and 
two prircipal underwriters for the company, or three officers and two 4.9 percent 
stockholders of the investment adviser or three officers and two controlling 
persons of the investment company. Other variations are possible. The legis- 
lative history makes it clear that it was intended that there be a few disin- 
terested directors to act as watchdogs over the conduct of management. 

Stockholders of the investment adviser, including those with less than a 5- 
percent interest, regular brokers and principal underwriters for the investment 
company and controlling or controlled persons of the investment company, 
adviser and underwriter and their affiliates are so closely related to the man- 
agement that they cannot be deemed to be truly disinterested. They normally 
have a personal stake in the management and can hardly be considered to 
be independent directors. 
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In order to effectuate fully the policy of section 10(a), the above-mentioned 
classes and their affiliated persons should be placed in the same category as 
officers, employees, and the investment adviser of the investment company. In 
recognition of the view that regular brokers for the company may not be as 
closely related to the management of the company as the other persons men- 
tioned, the Commission believes that a lesser limitation may be imposed as to 
them. In addition, a director of a controlling or controlled company should not 
be deemed a management director merely because of his directorship since he 
may be, in fact, one of the independent directors who is also selected as one 
of the independent directors of a parent or subsidiary company. 

Remedy in the bill—The proposed amendment places in the 60 percent cate- 
gory, along with officers, employees, and the investment adviser, the persons 
mentioned above except regular brokers and their affiliated persons. It then 
provides that such persons together with regular brokers and their affiliated 
persons may not exceed 80 percent of the membership of the board. Thus, at 
least, 1 person of a board of 5 or less and at least 2 persons of a board from 
6 to 10 would have to be individuals other than those named above. 


Section 14. Clarification of status of underwriter subsidiary of investment 
company 


Present law.—Section 12(d) prohibits an investment company from making 
certain acquisitions of securities of (1) any other investment company, (2) any 
insurance company, or (3) any broker, dealer, underwriter, or investment ad- 
viser. An exception is permitted in the case of persons named in paragraph (3) 
provided that the company is (A) a corporation all the securities of which are 
owned by one or more registered investment companies and (B) is primarily 
engaged in the underwriting or brokerage business. Concomitant with this 
exception, exceptions have also been incorporated in provisions dealing with 
transactions of affiliated persons: sections 10(f), 17(a), and 17(d). 

Section 10(f) prohibits an investment company from buying a security during 
the existence of an underwriting syndicate, where certain affiliated persons are 
acting as principal underwriter of such security. Excepted from the category 
of principal underwriter is a company of the character described in section 
12(d) (8) (A) and (B). Section 17(a) prohibits purchases and sales of secu- 
rities between affiliated persons and an investment company and certain borrow- 
ings. Section 17(d) covers transactions in which affiliated persons and an 
investment company are joint or joint and several participants. A section 12(d) 
(3) (A) and (B) company is also specifically excepted from these sections. 

Problem.—These exclusions, however, appear to extend further than intended. 
An underwriter subsidiary should of course be able to deal with its parent com- 
panies either during the course of an underwriting (10(f)) or by purchase and 
sale of securities (17(a)) or ina joint venture (17(d)). However, the exclusion 
of the underwriter subsidiary from these sections is expressed in absolute terms 
and, if literally taken, might be said to exclude from the purview of sections 
10(f), 17(a), and 17(d) transactons between the underwriter subsidiary and a 
registered investment company which is not its parent but affiliated in some 
other manner. There is no logical reason for the exclusion to go this far. In 
addition, the absolute terms of the exclusion also raises the question as to whether 
affiliated persons of the underwriter subsidiary fall within the category of affili- 
ated persons of an affiliated person of a registered investment company and thus 
subject to the prohibitions of sections 17(a) and 17(d). This would be a mean- 
ingless exclusion. No rational ground appears for distinguishing such affiliated 
persons from affiliated persons of other types of subsidiaries of the investment 
smnaere who are admittedly covered by the language of sections 17(a) and 
((d). 

It would appear appropriate that any questions of interpretation such as 
indicated above be resolved by expressing the policy and intention of the statute 
in clear terms. The suggested amendments to sections 10(f), 17(a), and 
17(d), it is believed will do this and will still afford to underwriter subsidiaries 
of investment companies the appropriate exemptions they are entitled to have. 

Remedy in the bill.—Section 10(f) would be amended to limit the exclusion 
of the underwriter subsidiary only when the registered investment company 
involved is a parent of the underwriter subsidiary. Section 17(a) would be 
amended by deleting references therein to the underwriters subsidiary and a 
new paragraph would be added to section 17(c) to permit specifically the under- 
writer subsidiary to deal with its parent investment company. See sections 
17 and 18 herein. Section 17(d) would be amended in a similar manner. See 
section 19 herein. 
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Section 21. Clarification and extension of investment policy recital require. 
company as its investment advised or principal underwriter 


Present law.—Section 10(h) provides in general that the requirements of 
sections 10(a) and 10(b), which contain certain limitations as to the com. 
position of a board of directors of an investment company, shall apply to the 
board of directors of the depositor of an unincorporated investment company, 

Problem.—Under sections 10(a) and 10(b)(2) only a limited number of di- 
rectors of an investment company may also be directors of its investment adviser 
or principal underwriter. If this limitation applied to the board of directors 
of a depositor in literal terms obviously a depositor could not also be invest. 
ment adviser or principal underwriter. This result was not intended and 
has been administratively so interpreted. An amendment to make this clear 
appears appropriate. 

Remedy in the bill——Under the proposed bill, if the depositor is investment 
adviser, then the 60 percent limitation would apply to officers and employees 
and persons affiliated with the depositor otherwise than as a director. If the 
depositor is not investment adviser, then the limitations would apply fully, 
placing directors of the investment adviser in the 60 percent category insofar 
as the board of the depositor is concerned. 

If the depositor is principal underwriter, a majority of its board should not 
be officers or employees or persons affiliated with the depositor otherwise than 
as a director. This would comply with the purpose of section 10(b) (2). If 
the depositor is not principal underwriter then the provisions of section 10(b) (2) 
should apply fully ; thus a majority of the depositor’s board could not be officers, 
employees, or directors of the principal underwriter. 


Section 16. Modification of provisions regarding changes in policy 
See section 12 above. 


Sections 17, 18, and 19. Modification of underirriter subsidiary provision 
See section 14 above. 


Section 20. Revision of custody to provide that bank custodianship shall include 
holding of cash assets 


Present law.—Under section 17(f), an investment company of the manage 
meht type must place its securities and investments (1) in the custody of a 
bank, (2) in the eustody of a stock exchange firm subject to rules prescribed 
by the Commission, or (3) in its own custody subject to rules or orders pre 
scribed by the Commission. If a company chooses to retain the custody of its 
securities, it must deposit them with a bank for safekeeping, subject to certain 
rules as to access, earmarking, and inspection. 

Problem.—If a company chooses to turn over custody of its securities and 
similar investments to a bank, something more than safekeeping and access 
upon the mere recepit of company officials must have been intended and this 
has been the Commission's position. In other words, custody of a bank has 
signified that not only the company’s portfolio securities but the proceeds of 
those securities are in the bank’s hands. Anything less than that would mean 
that bank custodianship existed only at the desire of the company officials 
with access to the securities or with power to direct their disposition and was 
tantamount to a safekeeping agreement. 

In fact, however, this kind of bank custodianship does not go far enough. 
If a company wishes to choose a bank’s custodianship as the method for main- 
taining its portfolio securities, all of its cash assets, including proceeds from 
the sale of its own securities and income on its holdings should also be held 
by the bank subject to appropriate directions as to expenditures and disposi- 
tions by proper company officials. Most investment companies which use bank 
custodianship provide for the keeping of all cash receipts by the bank. Some 
States insist upon this complete bank custodianship as a prerequisite to the sale 
of securities within the State. It appears to the Commission that if an invest- 
ment company desires to obtain the advantage of representing that it has bank 
custodianship, the protection afforded should be complete. 

Remedy in the bill—It is proposed to add a sentence to section 17(f) to pro- 
vide that if an investment company maintains its securities with a bank, all cash 
assets shall likewise be kept in such custody. A proviso would permit an oper- 
ating checking account, for convenience, in an amount not to exceed the fidelity 
bond required under section 17(g) of the act. The section also should be clari- 
fied to state that more than one bank may act as custodian. 
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Section 21. Clarification and ertension of investment policy recital require- 
ments relating to companies issuing special series or classes of stock 

Present law.—Section 18(f) (2) permits an open-end company to have classes 
or series Of stock, each of which has an interest in specific assets allocated to 
such class or series. There is no specific requirement in section 8(b) for a re- 
cital of policy in respect of each class or series of stock and it is not clear 
whether a change in policy as to any particular class must be approved by the 
stockholders of that class or by all stockholders of the company. 

Problem.—In effect this type of corporation comprises a number of individual 
funds, with each share issued by the company having an interest in only one 
of such funds, Each fund has its own investment objectives and characteristics 
and is, in effect, for investment purposes, a separate entity. Moreover, it is 
anomalous to consider such a company as diversified unless the assets allocated 
to each series are diversified. Since each of these “funds” has its own invest- 
ment policies, it would be reasonable to treat each “fund” separately under 
sections 8(b) and 138. Thus, the policies stated for each series or class of stock 
would be changed solely by a majority vote of those stockholders affected by 
the change. 

Remedy in the bill.—Section 18(f) (2), which permits this particular type of 
company, Would be amended to require a recital of policy in respect of each 
series or Class of stock in accordance with section 8(b)(1)-and (2), and any 
change in policy would have to be authorized solely by the majority vote of 
holders of such series or class of stock. 


Section 22. Tightening provisions relating to cross ownership and circular 
ownership 

Present law.—Section 20(d) makes it the duty of an investment company to 
eliminate within 5 years after the effective date of the act, “cross ownership” 
or “circular ownership”, existing on the effective date of the act. Thereafter, 
if cross ownership or circular ownership comes into existence “upon the pur- 
chase by a registered company of the securities of another company,” the in- 
vestment company has the duty to eliminate such cross ownership or circular 
ownership within 1 year after it knows of its existence. 

Problem.—It is not adequate to require an investment company to eliminate 
only those cross holdings caused by its own purchase of the securities of another 
company, since a company controlled through stock ownership by an investment 
company might contend that it can buy securities of the investment company 
with impunity. This would negate the objectives of this section of the act. 
While section 48(a), which makes it unlawful for a controlling person to cause 
to be done any act which would be unlawful for such person to do, might be 
invoked in this case, it would seem appropriate to amend section 20(b) to pro- 
hibit expressly such action by a controlled company. 

Remedy in the bill—The bill would amend section 20(d) to require the 
elimination of cross ownership or circular ownership created by a controlled 
company. 


Section 23. Correction of provision relating to sales of stock by closed-end 
company below net asset value with consent of stockholders 
Present law.—Section 23(b) prohibits the sale of stock of a closed-end in- 
vestment company at a price below the current net asset value “except * * * 
(2) with the consent of a majority of its common stockholders * * *” 
Problem.——From the content of the statute, it is clear that the language should 
read “with the consent of the holders of a majority of its common stock.” 
Remedy in the bill——The correct phrase would be substituted for the present 
one, 


Section 24. Providing limitations on holdings of common and preferred stock 
by face-amount certificate companies 


Present law.—A face-amount certificate company may be briefly described 
As an investment company engaged in the business of selling its own unsecured 
debentures or debt obligations on the installment basis. The proceeds are in- 
vested and used, together with increments, to pay the obligations at maturity. 

Section 28(b) requires a face-amount certificate company to have cash or 
qualified investments equal to its capital stock requirements and certificate re- 
serves. Qualified investments are those “of a kind” permitted under the District 
of Columbia Code for insurance companies and such other investments as the 
Commission may authorize. Since life insurance companies may purchase com- 
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mon and preferred stocks under the District Code, if they meet certain tests, face. 
amount certificate companies may also purchase such securities. The act places 
no limitation on the proportion of common or preferred stock that face-amount 
certificate companies may acquire. 

Problem.—The face-amount certificate companies studied by the Commission 
prior to 1940 invested in real estate mortgages and high grade corporate bonds and 
preferred stock in view of the fixed obligations they undertook to pay at maturity. 
The failure to place a limitation on the amount of common stock or preferred 
stock that such companies may acquire would seem to have been an unintentional 
omission. The entire thrust of the provisions of section 28 is to assure that the 
company will be able to meet its liabilities. This is not only shown by the legisla- 
tive history of the act, but is evident from the very elaborate provisions of see- 
tion 28 itself requiring the maintenance of reserves and requiring their computa- 
tion on the basis of a rate of accumulation limited to not more than 3% percent 
per annum. To make these requirements meaningful, a limitation on the pro- 
portion of common and preferred stock which may be maintained as part of the 
reserve is required. It would be contrary to the purpose of the act to permit face- 
amount companies to invest in the more speculative types of securities such as 
common stocks to any appreciable extent. 

The Commission has considered the views of one of the face-amount companies 
registered under the act which would be seriously affected by a stringent re- 
striction on investment in common stock. This company issues face-amount cer- 
tificates of the installment type in series which provide (1) for a fixed obligation 
at the end of a 10-year period to pay an amount approximately equal to the 
amount paid to the company by the holder and (2) for a participation in the 
income and possible profits derived from the funds paid in. It is an integral 
part of the company’s purpose and structure that a portion of its funds be 
invested in stocks to provide for income and possible capital appreciation. The 
recommended amendment to section 28, discussed below, would provide reasonable 
limitations upon stock investments by face-amount companies, but would not 
impair the arrangement adopted by this face-amount company. 

Remedy in the bill—Two approaches were taken to the problem. Based upon 
analogy to the insurance field, an overall limitation of 10 percent of the cer- 
tificate reserves has been suggested as to common stock and 25 percent as to 
preferred stock. Some flexibility is thereby accorded to the company in its in- 
vestment program but most of the speculative element is eliminated by limiting 
the amount of investment in equity securities. In addition, by analogy to the 
restrictions in section 18 of the act applicable to closed-end companies, it is 
believed that additional common stock investments may be warranted where 
there is asset coverage protection furnished by the capital, or stockholders’ equity. 
An asset coverage equal to 200 percent was selected rather than the 300 percent 
figure used in section 18(a) (1) because of the additional limitations imposed by 
the District of Columbia Code applicable under section 28(b). These additional 
limitations of the code relate to earnings and dividends tests which must be met by 
the common stock before it may be acquired. 

Therefore, it is provided that certificate reserves may also include common 
stock investments in an amount equal to 100 percent of the stockholders’ equity 
in the company represented by assets consisting of cash or qualified investments. 
In addition, since the same degree of protection would be afforded, it is also 
provided that to the extent that the stockholders’ equity consists of cash or 
qualified investments other than common stocks or similar equity securities, the 
required certificate reserves may include common stock investments equal to 
100 percent of such assets. Where certificate reserves and assets are separately 
allocated for series of certificates, the 10 percent and 25 percent overall percent- 
age lim ‘tations would apply to each series which is in effect a separate fund. On 
the other hand, since the stockholders’ equity is a cushion of secnritv for each 
certificate issued by the company regardless of its series, more flexibility may 
be permitted in allocating the amount of common stock investments maue pur- 
suant to the asset coverage test. To guard against undue speculation in any series 
of certificates, a limitation of 30 percent applicable to each series is suggested. 


Sections 25 and 26 


Would change the references in section 43(a) and 44 to the Judicial Code to 
reflect redesignation of these provisions in the United States Code. 


Section 27. Effective date for proposed amendments 


Since presently registered investment companies may need some time to com- 
ply with the amendments to sections 5, 8(b) (2), and 18(f) (2), it is proposed 
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that these sections would not become effective until 6 months after the date 
of enactment of the bill. In addition, it is provided that the terms of section 
28(b) (2) would not apply to series of face-amount certificates outstanding prior 
to the enactment of this section, where the reserve requirements of such series 
are maintained separately. This would avoid any retroactive effect of the limi- 
tations of this section to face-amount certificate companies which have sold series 
of such certificates on the representation that the holders would participate in 
the earnings to be realized from a separate fund of investments, including, among 
other things, common stocks without any limit as to the amount thereof specified 
in the statute. In all other respects, the amendments would be effective upon 
enactment of the bill. 


MEMORANDUM OF THE DIVISION OF CORPORATE REGULATION OF THE SECURITIES AND 
EXCHANGE COMMISSION ON AMENDMENTS PROPOSED IN SECTIONS 12, 13, AND 16 
oF S. 1181 


The National Association of Investment Companies (NAIC)’ has opposed 
two proposed changes in the Investment Company Act of 1940: (1) Amendments 
which would require investment policies not to be changed without approval of 
share holders,’ and (2) an amendment which would strengthen the requirement 
of a minimum number of independent directors on the boards of investment 
companies." This memorandum supplements the statements previously submitted 
to the committee in justification of the Commission’s recommendations. 


1. Recommendations relating to recitals of investment policy and adherence to 
such policy unless authorized by a majority vote of stockholders 

(a) The NAIC does not actually express disagreement with the purpose of 
the Commission’s recommendation. Although desirous of retaining complete 
freedom of action, they have not said that stockholders should not have the 
opportunity to voice their opinion regarding a change in fundamental policy. 
Instead they have extolled the benefit of “flexibility,” mistakenly assuming that 
the proposed amendment would prevent any desired flexibility which is ade 
quately represented; and they have expressed fears as to how the provision 
would be administered by the SEC. In this respect, they have apparently mis- 
conceived the nature of the proposal, despite the many conferences between the 
staff of the SEC and industry representatives and despite the adoption of spe- 
cific language in the proposed amendment by the SEC suggested by industry. 

Within the area of investment policy chosen by investment company manage- 
ment, not by the SEC, there would be complete flexibility. If the investment 
company desires to be completely unrestricted as to the type of securities in 
which it intends to invest, and so represents, it would have complete flexibility. 
It would never have to get'a vote of stockholders unless it changes this policy. 
On the other hand, if it is a common stock fund and it so represents, there is no 
reason why it should not get the consent of shareholders if it believes that pre- 
ferred stocks or bonds should be the new vehicle for investments. The terms 
“balanced fund,” “growth fund,” “income fund,” and the like are words which 
have taken on definite meaning in the financial world. The NAIC has not made 
it clear why these objectives should be subject to change without a vote of the 
shareholders who relied upon them when purchasing their shares. 

The NAIC points out that investment companies differ in their purposes and 
Mr. Eaton stated that the public is offered many different kinds of investment 
companies. There is no denial that investment companies vary widely in their 
investment objectives and characteristics. Some are conservative; some more 
speculative. These investment policies are emphasized in prospectuses, in sales 
literature, in advertisements. The position of the SEC is simply that the public 
Invests on the basis of these representations and in fariness these policies ought 
not to be changed without shareholders getting a chance to express their ap- 
proval or disapproval. 

; Typical investment company advertisements illustrating emphasis on various 
investment policies are shown in appendix A. Typical recitals of investment 
policy, disclosed in prospectuses, are set forth in appendix B. 





1The National Association of Investment Companies represents 180 registered investment 
companies holding over $15 billiom of assets. There are 511 investment companies 
ieered under the Investment Company Act. Total assets are estimated at over $18 

ion. 

* Secs. 12 and 16 of S. 1181. 

* See. 13 of S. 1181. 
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(b) The SEC has never taken the position that investment objectives must 
be stated with mathematical precision (NAIC memo 9) and the proposed amend. 
ment would clearly not require such precision. The functions of the SEC, 
whether from the disclosure standpoint as at present or from the standpoint 
of regulation under the proposed amendment, would continue to be the same. As 
it endeavors to do now, the SEC would try to assure definitive, consistent, and 
meaningful statements and to avoid misleading, incomplete, or inadequate state. 
ments. It would, as it does now, attempt to eliminate “doubletalk,” to use the 
vernacular. But it would not “interfere with” or “oversee” the discretion of 
managemént within the limits established by management. 

(c) The NAIC raises the question as to the possibility of differences of opinion 
between the SEC and the company as to when a_ vote of shareholders 
would be required. Apparently there is no -objection to the principle of 
the proposed amendment (none having been expressed) but there are 
apparently fears as to the borderline cases and as to the decision of the SEC 
staff members in such cases. Naturally, differences of opinion may occur but the 
company is fully protected against adverse views of the staff by taking the matter 
up with the Commission which is always available for such purposes. This com- 
plaint comes with poor grace when considered against a background of over 18 
years of administrative regulation in this area of fundamental investment policy 
without a single court dispute by company, Commission, or shareholder. During 
this period, as the NAIC notes (NAIC memo 3), public confidence has been estab- 
lished in the industry and the assets entrusted to it have grown from §$2 to 
$18 billion. 

(d) The proposed amendment is also criticized as “vague” and “indefinite.” 
It is difficult to see the basis for this charge unless the industry itself con- 
tends that their representations to the public that they are selling shares in a 
“balanced,” “common stock,” “growth stock,” or “income” fund are themselves 
so “vague” and “indefinite” that they cannot be supported by a meaningful, 
lucid statement of investment policy. Surely the NAIC does not intend to urge 
that all the sales talk is just so much “vague” and “indefinite” puffing. This 
is completely inconsistent with Mr. Eaton’s statement regarding the industry’s 
constructive job of merchandising and is not what investors and the SEC have 
been given to understand. 


2. The principal NAIC objections to the recommended change in section 10(a) 


to assure a minimum number of indepeident directors are not addressed to 
the basic desirability of the SEC proposal 

These objections rather involve collateral considerations: (1) increased diffi- 
culty in recruiting competent directors; and (2) misconstruction by the SEC 
of the intent of Congress in enacting section 10. The NAIC also asserts that 
there has been no showing of necessity for the proposal. 

(a) Regarding the alleged difficulty experienced by industry in recruiting 
directors, the NAIC furnishes no evidence but merely points to two restrictions 
which narrow the choice of prospective candidates. 

One restriction involves attorneys who act as counsel for the investment com- 
pany. But these attorneys are not excluded from acting as directors. They 
are simply not considered “independent” directors under section 10(a) because 
they are employed by the company. The investment company in fact may have 
any number of lawyers on the board who are not regularly retained by the 
company. This source of directors is of course fairly broad. 

The other restriction concerns bank officials under a Federal Reserve Board 
ruling as to the limitations of section 32 of the Banking Act of 1933. This limi- 
tation applies only to open-end investment companies because they are engaged 
in the continuous sale of their stock to the public. It does not apply to closed- 
end companies. 

It would be unprofitable to explore whether these restrictions “greatly narrow 
the field from which competent directors can be chosen” or only slightly narrow 
the field. The argument is irrelevant. A more pertinent question is whether 
the proposed amendment would greatly narrow the field. The experience of over 
18 years is to the contrary. Of more than 350 registered investment companies 
having boards of directors, only a handful would be affected by the proposed 
amendment. The overwhelming bulk of investment companies has complied 
with the spirit and intent of section 10 that there be a minimum number of truly 
independent directors on the board. Their ability to attract directors has 
apparently not been diminished by following the principles which the proposed 
amendment would make mandatory for all. 
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(b) The second major argument of the NAIC against the independent director 
amendment is directed to what it conceives to be a basic reason for the SEC 
proposal; “inadvertence on the part of Congress in 1940 in not ‘keying together’ 
sections 10(a) and 10(b) of the act’ (NAIC Memo 13). Whether or not the 
omission of a “keying together” or an interrelationship was inadvertent or 
simply not considered at the time is beside the point. The Commission does not 
rely upon this contention. The issue of course is whether there is a need of 
amendment at the present time. In fact, the Commission’s suggestions go 
further than the limitations that would obtain if there had been a “keying 
together” of the two subdivisions of section 10. The SEC proposal, for example, 
includes “controlling persons” and all stockholders of the investment adviser. 

Nevertheless, the NAIC is in error in stating that there was no intention on 
the part of Congress to interrelate sections 10(a) and 10(b) (NAIC Memo 15). 
The only support for the NAIC statement is the testimony of David Schenker, 
Chief Counsel of the SEC Investment Trust Study, explaining the provisions 
of present section 10 and the Senate report describing them. The legislative 
history of section 10, however, shows to the contrary that there was a distinct 
intention to interrelate subdivisions (a) and (b) and in fact, the complete 
testimony of Mr. Schenker indicates the strong probability that he believed they 
would be interpreted as though interrelated. Furthermore, the use of the word 
“moreover” in the Senate report when, after describing section 10(a), it pro- 
ceeds to describe section 10(b), is consistent with the same view. Also consistent 
with this view is the fact that practically all companies in the industry follow the 
practice of designating at least 40 percent of the board who are independent of 
officers and investment advisers (that is, not dependent upon salaries or man- 
agement fees) and who are also independent of the principal underwriter or 
regular broker (that is, not dependent upon underwriting or brokerage commis- 
sions ). 

To view the provisions as not interrelated would result in a sterile, meaning- 
less statutory enactment. This point is well illustrated in Mr. Schenker's testi- 
mony before the House subcommittee. This testimony follows the paragraph 
quoted by the NAIC which begins Mr. Schenker's exposition of subsection (b). 
The two paragraphs are as follows: * 

Mr. Schenker’s statement was that under subsection (b) the broker, invest- 
ment banker, or principal underwriter could no longer dominate the board. 
This must necessarily have been based upon the opinion that the independent 
directors under subsection (a) would also be independent directors under 
subsection (b). Unless this were so, the principal underwriter or broker, in 
organizing an investment company, could simply designate the officers of the 
investment company to be directors, e.g. three of a board of five, and then 
designate their own directors as directors of the investment company, e.g., 
two of a board of five. The obvious result would be absolutely no independent 
directors, using the term “independent” in the sense so forcefully described by 
Mr. Schenker. And this result would obtain despite what Mr. Schenker said 
was “one of the most salutary provisions in this bill.” It must also be considered 
that sections 10(a) &nd 10(b) are alternatives to a much more restrictive pro- 
posal recommended by the SEC in the original bill. Mr. Schenker can hardly 


‘Hearings before House Subcommittee on Interstate and Foreign Commerce, 76th Cong., 
3d sess., on H.R. 10065 (at 110),: 

“You come to a different situation which is dealt with in subsection (b). However, the 
bill provides that if you have a pecuniary interest more direct than that of merely a man 
ager who gets a fee: if you have a pecuniary interest in the transactions in which the in- 
vestment company effects and have the power to make these transactions, then you have to 
give up control of the board. 

“What is a classic example of that? The classic example is where an investment trust 
is controlled by a brokerage firm. ‘The firm gets the brokerage business of the investment 
trust. The firm may be motivated rapidly to turn over the portfolio of the trust, ‘churn it,’ 
in order to increase its brokerage commissions. \Another typical case is where a person 
distributes the securities of the investment company. Still another example, which is 
akin to the type of abuse or deficiency prevailing in the broker relationship, is where the 
company is controlled by an investment banker. (‘The investment banker may be impelled 
to have the investment company make an investment, not based upon investment quality 
of that investment, but because the particular investment may give him an ‘in’ to get the 
banking business from the company whose securities the investment company bought Do 
I make myself clear? What does this bill here say? Hereafter the broker cannot dominate 
the board. (The investment banker cannot dominate the board: the principal distributor 
of the securities of the investment company cannot dominate the board. Whe board of 
directors in each case must be independent of those individuals. If you want to be the 
broker for the investment company. and have control of the portfolio turnover. you have 
to subject your activity to the independent scrutiny of a board which consists of a majority 
of the independent directors.” 
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have thought that the SEC was giving up its entire position concerning affiliations 
of directors. 

The complete legislative history of section 10 of the act is set forth in 
appendix C of this memorandum. We are of the view that it manifests a clear 
intention that sections 10(a) and 10(b) were to be interrelated. In no other 
way can the statutory design that there be a minimum number of independent 
directors be carried out. Sections 10(a) and 10(b) must, therefore, be read 
together in order to carry out the statutory objective and to make meaningful 
what would otherwise present a huge loophole. The SEC's proposed amendment 
would effectuate this policy. 

(c) As the Commission had indicated, the proposed amendment is not based 
upon any inadvertence in draftsmanship when the statute was enacted. It is 
based upon a present need for closing a loophole which has, on occasion, been 
availed of by an investment company so that investors have not had the safeguard 
of an independent director who is independent in fact and not in theory, 
Conceptually, the “independent” director is one who does not stand “to gain or 
lose from transactions in which he has some element of control,” who has no 
“pecuniary interest in the method of running the trust,” and who has no 
“pecuniary interest in the transactions” effected by the company. (See David 
Schenker's testimony quoted in NAIC Memo 15-16.) 

If out of a board of five members there are three officer-directors (“pecuniary 
interest in the method of running the trust”) and two principal underwriters 
(“pecuniary interest in the transactions” of the company), section 10 might 
just as well never have been written insofar as investor protection is concerned, 
No company has gone quite this far but affiliated persons of the principal under- 
writer have been treated as “independent” directors for purposes of section 
10(a) in some cases. 

If out of a board of five members three are substantial stockholders of the 
investment adviser and two are 4.9 percent stockholders of the investment ad- 
viser. section 10(a) affords no investor protection. This situation has occurred 
in several cases. Other examples are discussed in our justification for the 
proposed amendment. 

The NAIC states that there has been no showing of a need for the proposed 
legis!ation. In making this statement, the NAIC chooses to ignore the examples 
we have given in justification of the proposals. These are actual cases of 
companies taking advantage of the present inadequate provisions of section 
10(a) and depriving investors of the safeguard of an “independent” minority 
of directors. This is in the Commission's view a most impressive showing of 
the necessity for legislation in what has been described as “one of the most 
salutary provisions” of the statute. 

The provisions of section 15(c) of the act exemplify the urgent need for at 
least a minority of independent directors on the board. This section requires 
that the terms of an investment advisory contract and any renewal thereof be 
approved by a vote of a majority of the outstanding voting securities of the 
company or by a majority of the directors who are not parties to such contract 
or affiliated persons of any such party. An affiliated person does not include a 
stockholder owning less than 5 percent of the voting securities of the investment 
adviser. However, if directors have an interest in the stock of the investment 
adviser, even if it is a small interest, they could not be counted upon to act in 
a completely unbiased manner when passing upon the renewal of the investment 
advisory contract required annually under section 15, and they could hardly be 


expected to object to or question the amount of the investment advisory fee as 
excessive. 
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APPENDIX A 
EXAMPLES OF NEWSPAPER AND PERIODICAL ADVERTISEMENTS SHOWING EMPHASIS 
TYPICAL INVESTMENT COMPANIES UPON INVESTMENT OBJECTIVES OR CHAR- 
ACTERISTICS 
°-2- 


EXAMPLES OF FUNDS WITH GENERAL OBJECTIVES AND"COMMON STOCK" 
FUNDS. 
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EXAMPLES OF BALANCED FUNDS 


The George 
PUTNAM FUND 
of “Boston 


“A BALANCED FUND” 


Ash your Investment Dealer for free Prospectus or write to 
Putnam Fund Distributors, Inc., 60 Congress Street, Boston 


NEW YORK CHICAGO LOS ANGELES WASHINGTON ORLANDO 








eeeeseeoa#eeesvenseeeeeeneee 
, A balanced fund 
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, FUND, INC. Business Shares 
‘ A Balanced Investment Fund 
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© eystone 


INCOME FUND 


A Mutual Investment Fund which seeks 
HIGH CURRENT INCOME: from se- 
lected Stocks and Bonds without undue 
risk to capital. 

<= For FREE descriptive Pro- 
spectus, mail this ad with your name 
and address to Dept. K-1. . * 


THE KEYSTONE COMPANY 


50 Congress Street, Boston 9, Mass. 


Income Fund... as 
open-end investment company whose 
primary emphasis is on Income. 


* VALUE LINE FUND DISTRIBUTORS, INC. $ 
* $ East 44th Street, New York 17, N. Y. WSS ¢ 


 . Please send me, without obligation, Prospectus > 
* on the Value Line Income Fund. . 
. 
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1) United CONTINENTAL Fund 
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New York 5, N. Y. 
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EXAMPLE OF FUNDS EMPHASIZING GROWTH OR GROWTH STOCKS 





NATIONAL 
INVESTORS 


CORPORATION 
The Growth Stock Mutual Fund 





6 CENTS A SHARE. 


Payable March 31, 1959 
Record Date March 11, 1959 


66 Broadway, New York 6, N. Y. 
a eat een 
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GROWTH FUND 


A Mutual Investment Fund composed of se- 
curities selected for their possibilities of 
future GROWTH and increased income. 


>< For FREE descriptive Pro- 
spectus, mail this ad with your name 
and address to Dept. L-1 


THE KEYSTONE COMPANY 
50 Congress Street, Boston 9, Moss. 
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APPENDIX B 


Representative statements of investment policy illustrating the different types 
of investment companies whose shares are being offered to investors are set 
forth below. These typical statements of investment policy would require no 
change under the proposed amendment to sections 8(b) and 13(a) of the SEC’s 
legislative proposals. However, statements such as these would be deemed to be 
fundamental policy of the investment company which could not be changed 
without a vote of shareholders.’ 

1. A statement of investment policy of a generally unrestricted nature reserv- 
ing full freedom of action on the part of management to invest in any type of 
security With the investment objective of reasonable growth of capital and rea- 
sonable income return is illustrated by the investment policy of One William 
Street Fund, Inc. : 

“OBJECTIVES 

“The fund will endeavor : 

“1. to achieve reasonable growth of capital through selective participation in 
the long-term progress of American business and industry, and 

“2? to provide a fair and reasonable current return on capital invested. 


“INVESTMENT POLICY 


“It is the policy of the fund to retain maximum flexibility in the management 
of its portfolio, without restrictive provisions as to the proportion of one or 
another class of securities that may be held. In this respect the fund differs 
from those funds which require fixed amounts or percentages of senior securi- 
ties or of common stocks. It is believed that such a policy should result in the 
fullest utilization of the investment experience of the fund’s management.” 

2. A statement in respect of a “balanced fund” is that of American Business 
Shares, Inc. : 

“OBJECTIVE AND INVESTMENT PROCEDURES 


“The objective of the company is to provide the equivalent of a complete invest- 
ment account for each of its shareholders, although it does not invest in 
municipal and similar bonds for the purpose of receiving tax-free income. 

“With this exception, the company endeavors to do those things which it 
believes an investor of means should do in managing his own property, and it 
maintains the same type of balance between bonds or notes and stocks as it 
would if such an investor had entrusted his entire wealth to its care. 

“The management believes that common stocks usually afford the best oppor- 
tunity to make money for the shareholders and to obtain for them more income 
in the future. The prices for common stocks fluctuate and the dividends earned 
on common stocks vary in amount. But common stocks can appreciate in value 
and the income received in the form of dividends can increase if the companies 
they represent prosper and grow. 

“On the other hand, the market risk inherent in all investments is generally 
greater in common stocks than in bonds or notes. Therefore, the company at all 
times maintains at least 25 percent of its net assets in high-grade bonds or notes 
and high-grade preferred stocks selected for stability. The company may also 
invest in lower-grade preferred stocks or lower-grade bonds, but for the purpose 
of obtaining capital appreciation and income and not for the purpose of capital 
stability. 

“The company’s policy is to change the proportions of its assets invested in 
bonds and notes and in stocks, and to change the individual securities within 
those two broad classifications, as economic conditions and market prices 
dictate.” 

3. A representative statement in respect of a company emphasizing growth 
stocks is that of T. Rowe Price Growth Stock Fund, Inc. : 


“WHAT IS THE PURPOSE 
“The T. Rowe Price Growth Stock Fund, Inc., is a mutual open-end fund 


which was organized to provide experienced investment management for investors 
who believe in owning growth stocks with the objective of long term apprecia- 





_ >In the interest of conserving the time of the subcommittee the complete statements of 
investment policy and investment objectives are not repeated. Only those portions con- 
sidered pertinent to the question before the Congress are set forth. 
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tion in market value of invested principal and increase in dividend payments. 
While this is the long term objective, it should be realized that ownership of 
growth stocks provides no assurance against depreciation in asset value of 
the fund’s shares when market prices of common stocks are in a declining 
trend ; nor will ownership of growth stocks provide assurance against fluctuations 
in dividend payments from year to year. 


“GROWTH STOCK’ DEFINED 


“‘*Growth stock’ is a term which has been used by many people with various 
meanings. The management of the fund defines a growth stock as follows: ‘A 
share in a business enterprise which has demonstrated long term growth of 
earnings and which, after careful research, gives indications of continuing 
growth in the future.’ 

“Even though the long term trend is upward, the earnings and market values 
of growth stocks experience cylical declines similar to other common stocks 
during period of general business adversity. 

“No mathematical formula or yardstick alone can be relied upon for identify- 
ing growth stocks. The requirements are a matter of judgment, and must be 
reviewed and revised periodically as factual information and a new appraisal 
of political and economic trends dictate. 


“INVESTMENT PROGRAM 


“The major objective of the fund is to seek long term appreciation of capital 
and increase of income through investment in common stocks which are believed 
to have favorable prospects for continued growth in earnings and dividend 
payments. 

“The fund is not intended to provide a balanced investment program to fulfill all 
of an investor’s requirements. The management believes most investors should 
first make provision for life insurance and adequate reserves in the form of sav- 
ings bank deposits, Government bonds, and other high grade fixed income securi- 
ties before investing in common stocks. 

“The fund is to be fully invested most of the time in common stocks. A mod- 
erate reserve of cash and Government bonds may be established at times to take 
advantage of subsequent buying opportunities. If occasions arise when the yields 
on representative common stock averages, based on current and prospective divi- 
dends, decline close to the yield obtainable on high grade bonds, then a larger 
reserve in cash, bonds, and possibly preferred stocks may be established. 

“In other words, while the fund is to be managed primarily as a common stock 
fund, the program should be sufficiently elastic to permit substantial reductions 
in common stocks during periods when they appear abnormally inflated.” 

4. An example of a company investing in common stocks and emphasizng 
income is that of Washington Mutual Invesors Fund. 


“INVESTMENT POLICY 


“The fund’s policy is at all times to maintain for its shareholders a fully 
invested, widely diversified portfolio of common stocks included in the list of 
legal investments for trust funds in the District of Columbia such as an experi- 
enced investor might select to provide current income and an opportunity for 
eapital growth. 

“The fund’s investment objective is to place major emphasis on the produc- 
tion of income consistent with sound common stock investment and to provide a 
means for holding many more high quality common stock issues, spread over a 
wider range of industry, than is financially feasible for most individual investors.” 

5. An illustration of a company investing in a particular geographical area 
reserving the right to vary its portfolio among different types of securities is 
that of Texas Fund, Inc. : 


“INVESTMENT OBJECTIVE AND POLICY 


“The principal investment objective of Texas Fund is to provide long-term 
growth of capital and income. 

“To achieve this objective it is the present policy of the fund to invest primarily 
in the securities of companies located or doing an important part of their business 
in the Southwest. The management of the fund believes that this area has an 
outstanding potential for industrial growth, based on its record of development, 
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favorable year-round working conditions, vast natural resources, and an abund- 
ance of inexpensive fuel in the form of natural gas. 

“The proportion of total assets of the fund invested in bonds, preferred stocks 
and common stocks, or held in cash, will vary from time to time according to 
the management’s appraisal of conditions. The management in the past has 
invested primarily in common stocks, and its present intention is to continue 
this practice. It must be recognized, of course, that there are risks inherent 
in the ownership of such securities and that the shares of the fund will fluctuate 
in value.” 


APPENDIx C 


LEGISLATIVE HISTORY OF THE REQUIREMENTS FOR INDEPENDENT DIRECTORS OF 
SEcTIONS 10(a) AND (b) 


(1) Section 10 of the original bill (S. 3850, 76th Cong., 3d sess.) introduced 
upon recommendation of the SEC provided for many restrictions upon the affilia- 
tions of directors and officers... Of particular pertinence to this discussion is 
section 10(a) (2) which provided that a majority of the board of directors shall 
not consist of persons who regularly act as manager, investment adviser, broker, 
or principal underwriter of the investment company, or affiliated persons of such 
persons. It will be noted that this provision dealt with investment advisers, 
brokers, and principal underwriters together and required a majority of the 
directors to be independent of them. Section 10(a) (2) of S. 3850 was as follows: 

“Sec. 10. (a) After 1 year from the effective date of this title, no registered 
investment company shall have a board of directors or an executive committee 
more than a minority of the members of which consists of— 


- * - * © * « 


“(2) persons who regularly act as manager, investment adviser, broker, or 
principal underwriter of or for such registered company, or affiliated persons of 
such persons.” 

(2) L. M. C. Smith, Associate Counsel of the SEC Investment Trust Study, 
testified in support of proposed section 10 (Senate hearings, pp. 206-223). He 
pointed out that the basic purpose of section 10 was to minimize conflicts of 
interest. He stated (at 207): 

“I want to discuss section 10, which deals generally with the affiliation of 
persons with the companies and insofar as those persons have a pecuniary interest 
in the transactions of those companies. In section 10 we attempt to cover the 
people who would stand to gain or lose by what the investment trust does. 
Sometimes they stand to gain at the same time with the investment trust and 
sometimes they stand to gain in different ways. 

“Our record shows, at least as far as I am concerned, that some of the serious 
losses have come from people who have tried to carry water on both shoulders, 
whose integrity I do not attack, but who have tried to act in a dual capacity and 
serve their own interest at the same time that they have served the investment 
trust.” 

Regarding section 10(a) (2), specifically, Mr. Smith had this to say: 

“In subsection (a) (2) we say that the majority of the board shall not consist 
of persons who are pecuniarily interested in the investment company, such as 
the manager, investment adviser, broker, or principal underwriter or affiliated 
persons of such persons. We say that the majority of the board shall be inde- 
pendent of them, and we have got a number of investment companies in which 
that practice is followed and successfully followed. This is nothing new; I call 
your attention to the fact that the New York Stock Exchange, on April 22, 1931, 
came out with a statement as follows, re directorates : 

“It has been urged that the public interest in investment trusts is entitled to 
adequate representation on directorates, and that such independent representa- 
tion should be had through qualified individuals not directly affiliated either with 
the management of the trust itself or with its banking sponsors, if any. 

“It is felt that, in default of such representation, the possibility of question- 
able transactions between investment trusts and their banking sponsors exists. 
and that this danger may lead to the feeling that investment trusts are 





_ | See hearings on S. 3850 before Senate Subcommittee on Banking and Currency, 76th 
Cong., 3d sess., 1-32. 
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not always managed with an eye single to the interests of their own stock- 
holders. 

“*Against any such suspicion, investment trusts should be protected, and 
this protection will in the long run prove a benefit not only to the public but to 
the trusts themselves, and the banking houses with which they are at times 
identified. 

““Tt appears to the committee as if such protection could be most readily 
obtained by independent directors under whose scrutiny and friendly criticism 
contemplated transactions would pass for review. 

“*This view will weigh with the committee in considering listing applications.’ 

“The investment code for bankers also recognizes the importance of an inde- 
pendent board.” 

“Independent” directors were referred to as persons independent of the 
manager, investment adviser, broker, or principal underwriter. These were 
grouped together as in the then proposed bill. It will be noted that in the 
New York Stock Exchange statement “independent” directors are considered 
to be persons not directly affiliated with the management of the trust or its 
banking sponsors. 

(3) The industry opposed section 10(a)(2), among other provisions, al- 
though many leading spokesmen for the industry were in favor of some “inde- 
pendent” directors. 

Arthur H. Bunker, executive vice president of Lehman Corp., the first witness 
for the industry at the Senate hearings on the bill, stated (at 329): 

“Senator WaGNER. You say there should be a certain number of independent 
directors. Have you in mind whether they should represent the majority or 
minority directors? 

“Mr. BUNKER. Well, Senator, it depends very much on the other features of 
the bill. If you should take the bill as it is now written and accept every 
other section of the bill except that one section, I do not think you need any 
independent directors. But if you were to leave out a great many other sections 
of the bill you might need to go up 50 percent. I know that many of these things 
are interrelated. 

“Senator WaGNER. You have not formulated in your mind definitely as to 
whether they should in all cases be a majority of the directorate, but say that 
that should depend on consequences? How would you describe it? 

“Mr. BUNKER. I think I would answer it probably in another way.: I would 
say that the purpose of that is to prevent certain things. If I have prevented 
every other possible thing, if, for example, I have prevented all forms of self- 
dealings and all forms of bailing out and all forms of other things that have 
been criticized, and have actually physically stopped all those things, there is 
not anything that can be done about it. So it depends on what you do. But I 
would not put layer upon layer. 

“Senator WAGNER. But you think they should have independent directors? 

“Mr. BUNKER. Yes; I think it is essentially desirable.” 

Mr. Bunker and other witnesses for the industry testified for and against 
independent directors used the term “independent” in a broad sense (Senate 
hearings 371, 422-423, 458, 477, 572-573, 576, 655-659). 


(4) After lengthy hearings, Arthur 
representative portion” of the industry, 
statute (Senate hearings 1052-1059). 
10 concerning affiliations of directors, 

“9. Affiliations of directors, section 


H. Bunker, speaking for a “large and 
submitted a “framework” for a proposed 
Regarding the provisions of old section 
the following was proposed (at 1055): 
10 of the present bill: In lieu of the 


elaborate and complicated provisions of section 10 of the bill, provide that the 
board of directors of any investment company shall include a minimum per- 
centage (40 percent) of directors who are independent of principal under- 
writers, regular brokers, managers, or investment advisers. 

“This requirement for independent representation, plus the prohibition on 
self-dealing later referted to, should remove possibilities of abuse without strip- 
ping investment companies of competent and experienced directors.” 

Thus, at this stage of the legislative history, the counter proposal to the SEC's 
suggestion of a majority of independent directors consisted of a provision for a 
minority of independent directors. In this suggestion of industry, as in the 
SEC’s bill, independent directors were considered those persons not affiliated 
with principal underwriters, regular brokers, managers, or investment advisers. 
Again the latter were grouped together. 

(5) With the approval of the Senate committee, SEC, and industry representa- 
tives conferred regarding the “constructive suggestions” made by industry along 
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the lines mentioned above (Hearings on H.R. 10065 before subcommittee of 
House Interstate and Foreign Commerce Committee, 76th Cong., 3d sess. 63). 
After 5 weeks of steady work, the conferees came up with a memorandum of 
agreement in principle (May 138, 1940). Then a bill was prepared on the basis 
of the agreement, substantially a redraft of the original bill, and substantially 
in the form now embodied in the statute. 

The memorandum of May 13, 1940, was circulated among the investment com- 
panies who had appeared at the hearings and among other companies. Arthur 
Bunker stated (House hearings 71): “This agreement received unanimous 
endorsement of the industry.” 

Regarding affiliations of directors, the memorandum of agreement in principle 
stated ( House hearings 97) : 

“9. Affiliations of directors (sec. 10, present bill).—As a complete substitution 
for the provisions of section 10 of the bill as introduced, the following is to be 
substituted : 

“*(1) In the event that the board of directors of any investment company 
shall have a majority of directors who are independent of principal underwriters, 
regular brokers, investment bankers, all restrictions of the present section 10 are 
eliminated except “No registered investment company * * * (Here follow pro- 
visions substantially similar to present sec. 10(f).” * * * 

“*(2) In respect of investment companies where no officer or director acts 
either as the principal underwriter, regular broker, investment banker, or man- 
ager, the directors, independent of managers or officers need number only 40 per- 
cent.” 

It will be seen that (1) above is the predecessor provision of present section 
10(b) and (2) above is the predecessor of section 10(a). Obviously a compro- 
mise had been reached between the SEC which was arguing for a majority of 
independent directors and the industry which wanted no more than a minority. 
The SEC obtained majority independence as indicated by (1) above and as re- 
flected in section 10(b), and the industry got its way as indicated by (2) above 
and as should have been reflected in section 10(a). For it is to be noted that 
(2) above was premised on the assumption that no director would be a principal 
underwriter, regular broker, or investment banker. There is no question, there- 
fore, that under the agreement in principle between the SEC and industry the 
two parts of the compromise measure were to be keyed together. This was 
entirely reasonable and logical in the light of the legislative history preceding 
the compromise and the absurd result flowing from a failure to interrelate 
both subsections. 

We do not know of any reason why this agreement was not carried out in 
drafting section 10(a) and 10(b). It may well be attributed to “inadvertence” 
due to the extreme pressure on the draftsman of rewriting an entire compre- 
hensive regulatory statute in a very short time. 

The NAIC in its memorandum to the Senate subcommittee has referred to 
David Schenker’s testimony as support for its statement that there was no in- 
tention on the part of Congress to interrelate sections 10(a) and 10(b). But 
this testimony, and the Senate report also referred to, are simply descriptive 
of sections 10(a) and 10(b) and upon close analysis entirely consistent with a 
belief that the two subsections would be read together. Mr. Schenker’s view 
that as a result of subsection (b) a broker, investment banker, or principal dis- 
tributor could no longer “dominate the board” must have been based upon the 
opinion that such a broker, investment banker, or principal distributor could not 
organize an investment company and fill the minority positions on the board 
with its own directors and the majority positions with officers of the company. 


STAFF MEMORANDUM ON AMENDMENTS TO S. 1181, THE INVESTMENT COMPANY 
Act or 1940 


The Investment Company Act of 1940 is a regulatory statute, dealing with 
the structure and corporate activities of investment companies. In this respect 
it differs from the Securities Act of 1933, which is primarily a disclosure act, 
with punitive sanctions for failure to disclose or for false disclosures. 

The 1940 act set forth certain requirements with respect to the capital struc- 
ture of companies; it regulates dealings between investment companies and 
persons affiliated with them; it prohibits self dealing on the part of officers, 
directors, and affiliates of investment companies; it prohibits activities gener- 
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ally which might be in the interests of other than the shareholders of the com- 
panies; and it provides for ultimate shareholder control with respect to import- 
ant investment company relationships such as its contracts with investment 
advisers and underwriters. 

Information to be made public must be filed with the SEC in a registration 
statement. The act provides that companies shall not change their investment 
policy, as indicated in the registration statement, unless authorized to do so by 
a majority vote. 

Further, to limit the transfer of control of investment companies from one 
group to another, section 16 provides that no person may serve as a director of 
an investment company unless elected to that position by the holders of the 
voting securities 

Many provisions of the act are attempts to instire that the companies shall 
be honestly run in the interests of all classes of stockholders. For example, 
persons convicted of a crime arising out of the securities business may not serve 
as Officers. 

To minimize the danger of abuse of power by insiders, the act provides that 
there shall be sufficient independent directors to make it difficult for brokers, 
underwriters and bankers to take undue advantage of their position, though it 
does not directly prohibit bankers or brokers from serving as officers and direc- 
tors of investment companies. 

Further limitations on insiders are contained elsewhere, prohibiting officers, 
directors, and principal underwriters from selling securities to the company, or 
buying them from the company, or borrowing money or property from the 
company. Excessive commissions for insiders who act as brokers for an invest- 
ment company are likewise outlawed. 

The issuance of nonvoting stock is prohibited; moreover, each share of voting 
stock must have a yote equal to every other voting share. Voting trusts may 
not be used for investment company securities 

Certain other provisions, together with the requirement that all preferred 
dividends shall be cumulative, serve to protect bondholders and preferred 
stockholders in the event that the company proves unprofitable. 

Controls on pyramiding prevent an increase of that abuse, but do nothing to 
change the existing situation. 

Other provisions of the act prohibit the issuance of excessive amounts of 
bonds and preferred stock, restrict the payment of dividends, provide for 
regulation of the solicitation of proxies, and lay down rules concerning plans 
for reorganization. The Commission is given broad powers to require reports 
from the companies, their officers and directors, to prescribe forms and methods 
of keeping accounts and records, and so on 


AMENDMENTS TO THE INVESTMENT COMPANY ACT OF 1940, S. 1181 


Amendments in S. 1181 are recommended by the SEC to clarify certain pro- 
visions and to effectuate the purposes of the act. This memorandum discusses 
the principal substantive amendments; technical provisions have been omitted. 

The most significant of the proposed amendments would (1) increase the 
recital of investment policy required in the registration statement; (2) increase 
the recital required for special classes of stock: (3) increase the number of 
independent directors on the board: (4) redefine the meaning of “advisory 
board”; (5) define strictly the exception for transactions of an underwriter 
subsidiary of an investment company: and (6) require that bank custodianship 
must include holding cash assets of the investment company. Section 7 of 
S. 1181, redefining an exception from the act for a company regulated by the 
ICC, is not discussed in this memorandum. 


Section 12. Increased recital of investment policy 


The principal functions of investment companies, and of their directors 
officers, and advisers, is the management of their investment portfolios. Every 
thing else is incidental to the performance of this function. Neither the Invest- 
ment Company Act of 1940 nor any other law imposes many restraints on this 
function, or gives the SEC any broad authority to regulate it. 

Section 8(b)(1) requires every registered investment company to file a regis- 
tration statement including a recital of the policy of the company regarding 
various important subjects. These involve such matters as diversification, re- 
deemability of its securities, borrowing money, concentration of investments in 
any particular industry, and making loans. Under section 13(a) these policies 


a — 





may 
holde 
Th 


pany 
by th 
most 
Wi 
stock 
analy 
categ 
apprt 
Ne 
acter! 
to th 
De 
conti 
panit 
rities 
trati 
a ne 
that 
inve: 
mate 
rema 
TI 
tion, 
unde 
the 
Sib) 
in ¥ 
inco 
geog 
man 
sive 
St 
Nat 
furt 
that 
it W 
betv 
a de 
to bh 
jori 
Com 
ISSU 
mis 
T 
bon 
SE¢ 
M 
bey: 
of | 
“ap 
bef 
l 
fro) 
lk 
tha 
fer) 
sho 
T 
act 
par 
ind 
of | 
ap 





SEC LEGISLATION 485 


may not be changed unless authorized by a majority vote of the company’s stock- 
holders. 

The basic investment objectives and characteristics of the investment com- 
pany are omitted from the list of subjects as to which policies are to be declared 
by the investment company, despite the fact that for the SEC this is one of the 
most significant factors for the public investor to consider. 

Whether an investment company is a balanced fund, a bond fund or a common 
stock fund is so important that financial publications and financial services 
analyzing or describing investment companies treat such companies in separate 
categories, or a representation that its investment objective is primarily capital 
appreciation or income. 

Nevertheless, if a company does not choose to treat these objectives or char- 
acteristics as fundamental under section 8(b) (2), it may change its policy as 
to them without obtaining the consent or approval of its stockholders. 

Despite the foregoing, it should be added that the Commission has power to 
control certain of this information in another manner. Since investment com- 
panies also are obliged to register their new offerings of shares under the Secu- 
rities Act of 1933, some aspects of the company must be disclosed in the regis- 
tration statement and presumably in the prospectus. For open-end companies, 
a new registration may be filed every 16 months. If a company stated therein 
that it would invest in bonds, commenced selling the issue, and then began 
investing in common stock, the SEC would consider that a misstatement of a 
material fact. It would then by stop-order proceeding prohibit the sale of the 
remainder of the stock. 

The objectives described above, that of a balanced fund or income apprecia- 
tion, are of at least equal importance with the matters required to be stated 
under section 8(b)(1) and, the SEC feels, should be required to be set forth 
as a Statement of fundamental policy which could not be changed without 
the consent of the stockholders. Therefore, SEC proposes to amend section 
Sib) (2) to require a recital of policy in respect of (1) the types of securities 
in Which the company intends to invest: (2) the investment objectives, as to 
income or capital appreciation, if it intends to emphasize such objectives; (3) 
geographical areas of investment, if any: and (4) investment for control or 
management. Appropriate reservation of freedom to invest in so-called defen- 
sive securities may be made under the amendment. 

Strong industry opposition to the proposed section 12, has been voiced by the 
National Association of Investment Companies. It believes that this is a 
further encroachment on management of investment portfolios, the one thing 
that the act was not designed to curtail. If an open-end company stated that 
it would be a balanced fund, there might be occasion to shift the proportion 
between bonds to income securities when a change in the market justified 
a defensive move. Such a change might not be considered by the management 
to be a change in investment policy and thus one requiring approval of a ma- 
jority of stockholders. If the shift lost money, would the SEC then punish the 
company for failing to get the approval or stop the sale of the remainder of the 
issue? To the industry there is a real possibility that in this way the Com- 
mission might “second-guess” management decisions. 

The reply of the SEC is that the worry is not justified: a sudden switch from 
bonds to income stocks, for instance, is already subject to the powers of the 
SEC under the 1933 act, as described. 

Moreover, the Commission says it has no intention of restricting management 
beyond requiring approval for significant changes in policy. For the wording 
of the new section says that the investment policy of the company may make 
“appropriate reservations of freedom of action for the protection of investors,” 
before requiring the new areas to be specified. 

Under this clause the company may claim it reserves the freedom to move 
from one type of investment to another for the purpose of defensive switches. 
It is the company which advertises and attracts buyers on the representation 
that it is only one type of fund which should be prohibited from quick trans- 
ferral, urges the SEC. That company has not made the reservation and so 
should be required to get permission from its shareholders. 

The reply of the industry is that though the defensive clause for freedom of 
action is necessary, it will encourage vague hedging reservations by all com- 
panies, similar to those which appear in corporation franchises. Moreover, 
industry anticipates the SEC will consider itself the final arbiter of the width 
of the “freedom.” To the former, even intelligent minds may differ as to whether 
a particular investment is appropriate to the objective stated. 
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The attitude of the SEC is that since the NAIC has not opposed in principle 
the necessity of such a vote, the industry should not fear the actions of the 
Commission any more than the approval of their own shareholders. 

The remaining fear of the investment companies is that under the new recitals 
of policy, stockholders will be encouraged to sue for a misrepresentation of a 
material fact when a shift without approval has turned out unsuccessfully. 

To the regulated companies, detailed information may more accurately be 
sought by the investor in periodic reports and prospectuses. 

In addition, they argue that investors in these companies really invest in 
management, not necessarily in the type of fund advertised. Moreover, if the 
investor is not satishel, an open-end company (one which redeems its shares) 
values shares twice a day and will buy them back. The SEC responds that 
repurchase Would not return the enormous overhead for the initial price. 

Specifically, industry opposes 8(b) (2) (A), the statement of “extent” of “gen- 
eral” intention to invest in bonds or common stocks. It foresees the Commis- 
sion reducing these ideas to a formuia which will impede management. It also 
opposes the proposed parugraph (P), calling for specification of objectives as to 
income, or capital appreciation, as too vague and applicable to all investments. 
-aragraphs (C), on geographical concentration, and (1)), on investment for 
control or mangement are not so objectionable to the NAIC, since they are special 
situations and the former is more properly subject to uniform interpretation. 

If the amendment proposec in section 12 is adopted, an accompanying amend- 
ment to section 13(a)(3) is proposed in section 16 of S. 1181, to prohibit any 
change or deviation from the statement of policy in this regard without a ma- 
jority vote of stockholders. 


Section 21. Investment policy recital required for issuing special series or classes 
of stock 


Section 18(f)(2) of the act permits an open-end company to have classes or 
series of stock, each of which has an interest in specific assets allocated to such 
class or series. There is no specific requirement in section 8(b) for a recital 
of policy in respect of each Class or series of stock and it is not clear whether 
a change in policy as to any particular class must be approved by the stock- 
holders of that class or by all stockholders of the company. 

In effect this type of corporation comprises a number of individual funds, with 
each share issued by the company having an interest in only one of such funds. 
Each fund has its own investment objectives and characteristics and is, in 
effect, for investment purposes, a Separate entity. Moreover, it is anomalous 
to consider such a company as diversified unless the assets allocated to each 
series are diversified. 

Therefore, section 21 of S. 1181 would add a new paragraph to section 
18(f) (2) of the act, requiring a separate recital of policy according to section 
8(b) : whether the fund is a face-amount certificate Company. a unit investment 
trust, or a management company. If the latter, then a specification must be 
made as to whether open- or closed-end, diversified or not; also as to borrowing 
money, issuing senior securities, underwriting, making loans, etc. Moreover, 
the detail as to each fund's recital may be considerably increased if section 
12 of S. 1181, above, is passed, necessitating further description. 

Under section 13, the policies stated for each series or class of stock could 
be changed by a majority vote of those stockholders affected by the change. 
Section 10. “Diversified investment company” defined strictly 

Section 5(b) classifies management investment companies as diversified or 
nondiversified companies. This is necessary because certain substantive re- 
quirements apply to diversified companies. For example, such companies may 
not change their policy and become nondiversified without a majority vote of 
stockholders (section 13(a)(1)). 

In order to qualify as a diversified company, at least 75 percent of the value of 
the total assets of a company must be represented by 

(a) Cash and cash items; 

(0) Government securities ; 

(c) Securities of other investment companies ; and 

(d) Other securities limited in respect of any one issuer to not more 
than 5 percent of the value of the total assets of the investment company 
and 10 percent of the voting securities of such issuer. 

A company may have its entire portfolio or a major portion of its portfolio in 
the securities of other investment companies. The extent of diversification of 
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of the portfolio investment company in this case is significant. If the portfolio 
company is nondiversified, the investing company is also essentially nondi- 
versified, although it would be technically classified as diversified. This result 
was not intended, says the SEC. 

Section 5(b) (1) would be amended to provide that the securities of other in- 
yestment companies which can be included within the 75 percent of assets re- 
quired to be diversified must be securities of diversified investment companies. 

As a practical matter, the Commission adds that there is only one investment 
company which has become thus nondiversified. 

Section 13. Increase of independent directors 

Some investment company critics have insisted that investment com- 
panies must be segregated from any investment banker, security dealer, broker, 
or similar person, and from any person acting as its investment adviser or dis- 
tributor of its securities—that is to say, that all such persons should be excluded 
from acting as officers or directors of investment companies. 

Specifically, there have been instances of investment houses selling securities 
to affiliated investment companies under circumstances which constituted a 
conscious unloading of securities on the investment company. Charges were 
made that frequent switches were made in investments with one eye on broker- 
age commissions to be derived, and distributors of investment company securities 
who controlled investment companies were said to place undue emphasis on sell- 
ing to the detriment of management. 

The conclusion finally reached by the Commission in 1940, after 3 years of 
investigation, was not to recommend extreme segregation, although proposing 
safeguards in the way of prohibitions considerably beyond those in the act as 
finally enacted. 

The stringent features of the original bill, S. 3580, were so strongly opposed 
by industry that Senator Wagner, chairman of the Senate Banking and Currency 
Committee, suggested that the two points of view be compromised. The industry 
representatives then wrote the framework of their own proposed legislation. 
When the present Investment Company Act of 1940 emerged, however, both the 
SEC and industry had triumphed in separate sections. The act, states the re- 
port (No. 1775 on S. 4108, 76th Cong., 3d sess., p. 2), had the “virtually unani- 
mous support” of both factions. 

The theory of section 10, the main section on affiliations of directors, along 
with sections 15 and 17, is (1) that it is desirable that all investment company 
transactions be subject to the scrutiny of at least a minority of directors inde- 
pendent of the management and (2) that in cases where affiliations of directors 
might involve conflict of interest, stockholders are entitled to the protection 
afforded by the existence of a majority of disinterested directors. This latter 
protection, coupled with the specific prohibitions on certain transactions of 
directors and affiliated persons and other safeguards of the act, was deemed 
sufficient. (Jaretzki, the Investment Company Act, 26 Wash. U.L.Q., 303, 320 
(1941) ). 

Section 10 (a), (b), and (c) have the general purpose of assuring that an 
investment company will have a certain number of independent directors on the 
board of directors. Section 10(a) is designed to assure that at least 40 percent 
of the members of the board will be persons who have no pecuniary interest in 
the management of the investment company and who are not part of its operating 
staff. Thus, this provides that no more than 60 percent of the directors will be 
officers, employees, or investment advisers of the investment company, or 
affiliated persons of an investment adviser of the investment company. It was 
in this part that the industry's point of view prevailed, that the officers of the 
company should not lose a vote to outsiders on the board. 

Section 10(b) goes further in providing that a majority of the board may not 
be directors who are regular brokers or principal underwriters of the invest- 
ment company or who are investment bankers. These provisions also cover 
affiliated persons of these persons. Section 10(c) provides that a majority of 
the board may not be officers or directors of any one bank. In this provision the 
point of view of the Commission prevailed, that keeping such persons to a 
minority of the board would reduce the potential conflict of interests. 

The SEC argues, however, that because of the limited scope of section 10(a) 
and the fact that sections 10(a) and 10(b) are not keyed together, it is possible 
to have a board composed of no “independent” directors. For example, a board 
of five members could consist of three officers and two regular brokers for the 
company, or three officers and two principal underwriters for the company, or 
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three officers and two 4.9 percent stockholders of the investment adviser or 
three officers and two controlling persons of the investment company (5 percent 
stock ownership is affiliation). Other variations are possible. 

Such a result was not intended, insists the agency. The legislative history 
makes it clear that it was intended that there be at least a few disinterested 
directors to act as “watchdogs” over the conduct of management. 

It is the judgment of the Commission that stockholders of the investment 
adviser, including those with less than a 5-percent interest, regular brokers and 
principal underwriters for the investment company and controlling or controlled 
persons of the investment company, adviser and underwriter and their affiliates 
are so closely related to the management that they cannot be deemed to be 
truly disinterested. They normally have a personal stake in the management 
and therefore cannot be considered “independent” directors. 

In order to effectuate fully the policy of section 10(a), these classes and their 
affiliated persons would be placed by the agency in the same category as officers, 
employees and the investment adviser of the investment company. In recog- 
nition of the view that regular brokers for the company may not be as closely 
related to the management of the company as the other persons mentioned, 
the Commission believes that a lesser limitation may be imposed as to them. 

The proposed amendment places in the 60 percent category, along with offi- 
cers, employees and the investment adviser, the persons mentioned above except 
regular brokers and their offiliated persons. It then provides that such persons 
may not exceed SO percent of the membership of the board. Thus, at least, 1 
person of a board of 5 or less and at least 2 persons of a board from 6 to 10 
would have to be individuals other than those named above. 

The representatives of the investment companies oppose this section most vig- 
orously of all the suggested amendments. In the first place, they assert that the 
suggestion of the SEC that section 10(a) and (b) were not “keyed” together 
by inadvertence is entirely false. It is clear to them that the original opposi- 
tion to S. 3580 resulted in a conscious compromise in the final bill. The pro- 
posed bill had imposed stringent restrictions, but the final version, accepted 
without dissent by both groups, embodied in (a) the principle of the industry 
and in (0b) that of the Commission. 

In addition, the National Association of Investment Companies «emphatically 
urges that there presently exists the “independence” which Congress originally 
intended. That is, there is on the board of directors a minority (at least 40 
percent) to provide an independent point of view from that of the company or 
adviser; likewise, there can only be a minority of brokers or underwriters for 
the company who are directors. Congress wanted some independence on the 
board from these two groups of persons as groups—not necessarily together. 

The SEC response is that it is obvious that independence as to these two sep- 
arate categories is not enough—for “backscratching” is the immediate temp- 
tation. Thus on a set of facts given above, the minority underwriters may vote 
in a favorable contract to the majority representatives of the adviser in return 
for underwriting commitments. Although the Commission can cite examples 
of such fact situations, it has not cited proof of an abuse resulting from this 
fact situation. 

Moreover, the industry cites other sections of the 1940 Investment Company 
Act to show that it was carefully drawn with the problem of independence in 
mind. Specifically, the contract of the adviser and principal underwriter must 
be approved annually by the board of directors or by a majority of the voting 
shareholders. And, of these directors who vote, the renewal must be approved 
by a majority of those directors who have no connection with the adviser or 
underwriter in question (sec. 15 (a), (b), and (c)). Thus of a board of 10 
directors, 6 of whom are affiliates (officers, for example) of the adviser, and 
4 are minority directors, whether brokers or not, 3 of those 4 must approve 
the renewal of the adviser’s contract. The Commission offers by way of re- 
buttal the argument that intrenched management is very difficult to get rid of, 
so that such a safeguard may not be enough. 

In addition, section 17 of the act supplements the provisions requiring “inde- 
pendent” directors, with specific prehibitions against certain transactions with 
affiliated persons. Thus no affiliated person or principal underwriter for a 
company or any affiliated person of them may sell any stock or borrow or buy 
from the company. The section also regulates participations by companies in 
underwritings of affiliated persons, ete. To summarize, then. industry thinks 
these complicated and varied provisions show recognition of the problem of 
“independent” directors. 
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The final objection of the investment companies is that far-reaching new 
restrictions will make it harder than ever to get qualified directors. This 
objection, earnestly made in 1940, has become more serious due to two develop- 
ments: (1) The SEC has ruled that for this purpose lawyers are ‘‘employees”’ 
and thus fall under the “affiliation” restrictions; (2) in addition, the Federal 
Reserve Board has interpreted the Banking Act of 1933 to prohibit officers, 
directors, or employees of a member bank of the Federal Reserve System from 
acting as directors of an open-end investment company which is continuously 
offering its share for sale (sec. 32, Banking Act of 1933, 12 U.S.C. 78). These 
two interpretations drastically reduce the number of qualified people who may 
act as directors, according to the NAIC. For it is not industrial experience 
which is needed, but rather banking or trustee work. In general, then, industry 
feels that it is a question of balancing the benefit against the detriment of 
obtaining desirable directors by reason of prohibition due to remote possibility 
of conflict. (See Jaretzki, above, at 318, note 44.) 

But the objection is not realistic to the agency, for it finds that in practice 
most companies already comply with the limitations the amendment would 
require. 

Specifically, the companies do not think a one-share stockholder of the invest- 
ment adviser is so prone to conflict that he should be in the 60-percent category 
(now only those holding 5 percent are in it), and that underwriters should not 
be so included. But the NAIC does not believe that if the amendment is passed 
regular brokers should necessarily have any lesser limitation upon them. 

The SEC points out that the purpose of the phrase in brackets “(other than 
solely as directors),’’ means that a director of a controlling or controlled com- 
pany should not be deemed a “management” director merely because of his 
directorship. For he may be, in fact, one of the “independent” directors who 
is also selected as one of the “independent” directors of a parent or subsidiary 
company. Thus the phrase will exclude him from the prohibition. 


Section 1. ‘Advisory board” of an investment company redefined 


“Advisory board” of an investment company is defined in section 2(a) (1) 
of the Investment Company Act as a board (1) which is distinct from the board 
of directors or board of trustees: (2) which has advisory functions but no 
power to determine that any security or other investment shall be purchased or 
sold: and (3) which is composed solely of persons who do not serve such company 
in any other capacity. 

It is important to distinguish “advisory board” from the investment “adviser.” 
The latter is the organization of professionals which for a fee gives expert 
advice to the investment company, often having the power to select which stocks 
shall be bought. The advisory board usually is not professional, does not re- 
ceive a fee, though it may give advice of the same kind. At one time Massachu- 
setts Investment Trust had such a body, but the concept was never popular and 
perhaps no more than a dozen exist today. 

Nevertheless, when a group of nonprofessional investors forms a company they 
may be unable to afford a real investment adviser; therefore, they may advertise 
that they have the services of an “advisory board,” with the resulting publicity. 
It was for such a situation that the restrictions of section 10(b) were applied 
to the advisory board (by 10(g)). For example, not more than 60 percent of 
the members of an advisory board may be affiliated persons of the investment 
adviser under section 10(a) as made applicable by section 10(g) 

It has been contended that an investment advisory “committee,” is not an 
“advisory board” and that the limitations do not apply to such a group. Thus, 
persons who should be considered “affiliated persons” of the investment company 
would not be subject to such important provisions as those prohibiting the pur- 
chase by an investment company of stock underwritten by an officer or director 
of the conyany and the purchase or sale by underwriters from the company 
(sec. 10(f) and 17). 

The amendment, section 1 of S. 1181, would bring all investment advisory 
boards, committees, and groups within the definition of “advisory board,” and 
under the restrictions of section 10(g). 

At the time the statute was written the intention was that the advisory 
board would be a completely independent group, one which could bring a fresh 
point of view to bear on the company’s problems, For that reason the present 
wording forbids a member of the board to serve the company in any other 
capacity, making directors, ete., ineligible. 

The Commission believes at the present that there is no sound reason for an 
advisory board, which has only advisory functions, to have any greater quantum 
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of independent directors than the board of directors itself which has the actual 
power to make decisions. That is, there may be employees and directors of 
the company on the advisory board under the new section, but in the same pro- 
portion as on the board of directors of the company itself. 

The final provision of the amendment, put in at the request of the industry, 
would provide a specific exclusion for committees composed solely of directors, 
officers, or employees of an investment company or of its investment adviser. 
There is no intention that such management or executive committees be affected 
by the provisions applicable to advisory boards. They are still subject to the 
restrictions of section 10(b). 


Sections 14, 17, 18, and 19. Exception for tranactions of underwriter subsidiary 
of investment company strictly defined 


Among the abuses that were discovered in investment companies after the 
crash of 1929 were the interrelationships between the companies and under- 
writers, brokers, and investment advisers. Because these organizations were 
affiliated through management or through ownership, there was often a conflict 
of interest. In the 1940 hearings evidence was presented showing that broker- 
age firms, managing investment companies, bought up properties, hoping to 
realize a profit for themselves, but if they found that the market value of these 
properties had greatly decreased, sold them to their companions without suffer- 
ing losses. 

For the same reason section 12(d) prohibits an investment company from 
making certain acquisitions of securities of (1) any other investment company, 
generally aimed at the evils of pyramiding; (2) any insurance company; or 
(3) any broker, dealer, underwriter, or investment adviser. (It is true that a 
diversified company may commit itself to underwriting, but it is limited to a 
certain percent of its assets. ) 

Nevertheless, Congress thought that no conflict of interest arises where the 
underwriter is a subsidiary of the investment company itself. Therefore an 
investment company may own part of an underwriter which is (A) a corpora- 
tion all of whose stock is owned by one or more investment companies, and (B) 
is primarily engaged in the underwriting or brokerage business (sec. 12(d) (3) 
(A) and (B)). 

Consistent with this exception, exceptions have also been incorporated in 
provisions dealing with transactions of affiliated persons: Sections 10(f), 17(a), 
and 17(d). Section 10(f) prohibits an investment company from buying stocks 
from an underwriting synidicate, if acting as principal underwriter is a director, 
officer, or adviser of the company. Excepted from the category of principal 
underwriter is a company of the character described in section 12(d) (3) (A) 
and (B). 

Section 17(a) prohibits purchases and sales of securities between affiliated 
persons and an investment company, such as an officer of the principal under- 
writers, and certain borrowings. Section 17(d) covers transactions in which 
affiliated persons and an investment company are joint or joint and several 
participants. A section 12(d)(3)(A) and (B) company is also specifically 
excepted from these sections. 

These exclusions appear to the SEC to extend further than intended. An 
underwriter subsidiary should, of course, be able to deal with its parent com- 
panies either during the course of an underwriting 10(f) or by purchase and 
sale of securities 19(a), or in a joint venture 17(d). However, the exclusion 
of the underwriter subsidiary from these sections is expressed in absolute 
terms and, if literally taken, might be said to exclude from the purview of 
sections 19(f), 17(a), and 17(d) transactions between the underwriter “sub- 
sidiary’” and a registered investment company which is not its parent but 
affiliated in some other manner. 

That is, the company might be affiliated because its director may be acting 
as a principal underwriter (10(f)), because it may be buying from an officer of 
the principal underwriter (17(a)), or be engaged in a joint participation with 
an affiliated person (17(d)), without necessarily owning any of the stock 
of the underwriting “subsidiary.” 

In the opinion of the Commission, there is no logical reason for the exclusion 
to be so extended. The exclusion should only be made for an underwriting 
firm which is in fact a “subsidiary” of the investment company. To carry out 
this purpose, the exception of 12(d)(b)(3) will be allowed in the situations of 
10(f), 17(a), and (d) only where the company owns voting stock of the under- 
writing subsidiary. (This language was put in at the suggestion of the industry, 
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so that to qualify, rather than exercise actual control (defined in 2(a)(9) as 
25 percent stockownership), it would not be necessary to own more than a few 
shares. } 

It may therefore be objected that such a low percentage does not make the 
underwriting firm a real subsidiary of the investment company. Would a 25 
percent ownership better carry out the avowed purpose of the exception? 

Section 17(a) would be amended by deleting references therein to the under- 
writer subsidiary and a new paragraph would be added to section 17(¢c) to 
permit specifically the underwriter subsidiary to deal with its parent invest 
ment company. Section 17(d) would be amended in a similar manner 

In addition, the absolute terms of the exclusion also raises the question as to 
whether affiliated persons of the underwriter subsidiary fall within the category 
of affiliated persons of an affiliated person of a registered investment company 
and thus are subject to the prohibitions of section 17(a) and 17(d). This 
would be a meaningless exclusion. No rational ground appears for distinguish 
ing such affiliated persons from affiliated persons of other types of subsidiaries 
of the investment company who are admittedly covered by the language of 
sections 1fj(a) and 17(d). The suggested amendments to sections 10(f), 17(a), 
and 17(d), it is believed, will cover them. 

Section 20. “Bank custodianship” to include holding of cash assets 

Under section 17(f), an investment company of the management type must 
place its securities and investments (1) in the custody of a bank, (2) in th 
custody of a stock exchange firm subject to rules prescribed by the Commission, 
or (3) in its own custody subject to rules or orders prescribed by the Commission 

If a company chooses to turn over custody of its securities and similar invest 
ments to a bank, something more than safekeeping and access upon the mere 
receipt of company officials must have been intended and this has been the 
Commission’s position. In other words, custody of a bank should mean that 
not only the company’s portfolio securities but the proceeds of those securities 
are in the bank’s hands. Anything less than that would mean that bank custo 
dianship existed only at the desire of the company officials with access to the 
securities or with power to direct their disposition and was tantamount to a 
safekeeping agreement. 

Nevertheless, although the SEC has so interpreted the phrase “custody of a 
bank,” as it has no rulemaking power under 17(f)(1) it has not been able 
to require that income on the company’s holdings as well as cash proceeds on 
the sale of the stock be held by the bank subject to appropriate directions as to 
expenditures and dispositions by proper conipany officials. 

Most investment companies which use bank custodianship provide for the 
keeping of all cash receipts by the bank. This provision would apply mainly 
to open-end companies. Some States insist upon this complete bank custodian 
ship as a prerequisite to the sale of securities within the State. It appears to 
the Commission that if an investment company desires to obtain the advantage 
of representing that it has bank custodianship, the protection afforded should 
he complete 

It is proposed to add a sentence to section 17(f) to provide that if an 
investment company maintains its securities with a bank, all cash assets shall 
likewise be kept in such custody. A proviso would permit an operating check 
ing account, for convenience, in an amount not to exceed the fidelity bond ré 
quired under section 17(g) of the act The amendment would also state that 
more than one bank may act as custodian. 

Although the National Association of Investment Companies does not object 
to this amendment, some companies do 


[S. 1182, 86th Cong., Ist sess.] 
A BILL To amend certain provisions of the Investment Advisers Act of 1940, as amende« 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (18) of section 202(a) of 
the Investment Advisers Act of 1940, as amended, is amended by striking out 
“Alaska,” and “the Philippine Islands,” 

Sec. 2. Clause (F) of paragraph (1) of section 203 (c) of the Investment 
Advisers Act of 1940, as amended, is amended to read as follows: “(F) whether 
Such investment adviser; any part or, officer, director, or person performing 


42560 O—59———-32 











492 SEC LEGISLATION 


similar functions, or any person directly or indirectly controlling or controlled 
by such investment adviser, is subject to any disqualification which would 
be a basis for denial, suspension, or revocation of registration of such invest- 
ment adviser under the provisions of subsection (d), and”. 

Sec. 3. Subsection (d) of section 203 of the Investment Advisers Act of 10, 
as amended, is amended to read as follows: 

“(d) The Commission shall, after appropriate notice and opportunity for 
hearing, by order deny registration or suspend for a period not exceeding 
twelve months or revoke the registration of an investment adviser, if it finds 
that such denial, suspension, or revocation is in the public interest and that 
(1) such investment adviser, whether prior or subsequent to becoming such, 
or (2) any partner, officer, or director (or any person performing similar 
functions), or any person directly or indirectly controlling or controlled by 
such investment adviser, whether prior or subsequent to becoming such (A) 
has willfully made or caused to be made in any application for registration or 
report filed with the Commission under this title, or in any proceeding before 
the Commission with respect to registration, any statement which was at the 
time and in the light of the circumstances under which it was made false or 
misleading with respect to any material fact, or who has omitted to state in 
any such application or report any material fact which is required to be stated 
therein: or (B) has been convicted within ten years preceding the filing of 
the application or at any time thereafter of any felony or misdemeanor which 
the Commission finds (i) involves the purchase or sale of any security, (ii) 
arises out of the conduct of the business of a broker, dealer, or investment 
adviser, (iii) involves embezzlement, fraudulent conversion, or misappropriation 
of funds or securities, or (iv) involves the violation of section 1341, 1342, or 
1343 of title 18, United States Code, as heretofore or hereafter amended; or 
(C) is permanently or temporarily enjoined by order, Judgment, or decree of 
any court of competent jurisdiction from acting as an investment adviser, 
underwriter, broker, or dealer, or as an affiliated person or employee of any 
investment company, bank, or insurance company, or from engaging in or 
continuing any conduct or practice in connection with any such activity, or 
in connection with the purchase or sale of any security; or (D) has willfully 
violated any provision of the Securities Act of 1933, or of the Securities Ex- 
change Act of 1934, or of this title, as any of such statutes heretofore have 
been or hereafter may be amended, or of any rule or regulation under any 
of such statutes.” 

Sec. 4. Subsection (e) of section 203 of the Investment Advisers Act of 1940, 
as amended, is amended to read as follows: 

“(e) The commencement of a proceeding to deny registration under this sec- 
tion shall operate to postpone the effective date of registration for a period of 
ninety days, or until final determination whether such registration shall be 
denied if that determination is made within such ninety-day period; but if, 
after appropriate notice and opportunity for hearing, it shall appear to the 
Commission to be necessary or appropriate in the public interest or for the 
protection of investors to postpone the effective date of such registration be 
yond such ninety-day period and until final determination of whether such 
registration shall be denied, the Commission shall so order.” 

Sec. 5. Subsection (g) of section 203 of the Investment Advisers Act of 
1940, as amended, is amended to read as follows: 

“(g) Any person registered under this section may, upon such terms and con- 
ditions as the Commission finds necessary in the public interest or for the pro- 
tection of investors, withdraw from registration by filing a written notice of 
withdrawal with the Commission. An application for registration under this 
section may be withdrawn only with the consent of the Commission if the re- 
quest to withdraw such application is received by the Commission after it has 
commenced a proceeding to deny reigstration. If the Commission finds that 
any person registered under this section, or who has pending an application 
for registration filed under this section, is on longer in existence or is not en- 
gaged in business as an investment adviser, the Commission shall by order 
cancel the registration of such person.” 

Sec. 6. Section 204 of the Investment Advisers Act of 1940, as amended. is 
amended to read as follows: 

“Sec. 204. Every investment adviser who makes use of the mails or of any 
means or instrumentality of interstate commerce in connection with his or its 
business as an investment adviser (other than one specifically exempted from 
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registration pursuant to section 203(b)), shall make, keep, and preserve for 
such periods, such accounts, correspondence, memorandums, papers, books, and 
other records, and make such reports, as the Commission by its rules and regula- 
tions may prescribe as necessary or appropriate in the public interest or for the 
protection of investors. Such accounts, correspondence, memorandums, papers, 
pooks, and other records shall be subject at any time or from time to time to 
such reasonable periodic, special, or other examinations by examiners or other 
representatives of the Commission as the Commission may deem necessary or 
appropriate in the public interest or for the protection of investors.” 

Sec. 7. The introductory paragraph of section 205 of the Investment Advisers 
Act of 1940, as amended, is amended to read as follows: 

“Sec. 205. No investment adviser, unless exempt from registration pursuant 
to section 208(b), shall make use of the mails or any means or instrumentality 
of interstate commerce, directly or indirectly, to enter into, extend, or renew 
any investment advisory contract, or in any way to perform any investment 
advisory contract entered into, extended, or renewed on or after the effective 
date of this title if such contract—” 

Sec. 8. The introductory paragraph of section 206 of the Investment Advisers 
Act of 1940, as amended, is amended by striking out “registered under sec- 
tion 203”. , 

Sec. 9. Section 206 of the Investment Advisers Act of 1940, as amended, is 
amended by adding the following new clause: 

“(4) to engage in any act, practice, or course of business which is fraudulent, 
deceptive, or manipulative. The Commission shall, for the purposes of this 
paragraph (4) by rules and regulations define, and prescribe means reasonably 
designed to prevent, such acts, practices, and courses of business as are fraudu- 
lent, deceptive, or manipulative.” 

Sec, 10. The caption of section 208 of the Investment Advisers Act of 1940, as 
amended, is amended by striking out “UNLAWFUL REPRESENTATIONS” and insert- 
ing in lieu thereof “GENERAL PROHIBITIONS”. 

Sec. 11. Section 208 of the Investment Advisers Act of 1940, as amended, is 
amended by adding the following new subsection : 

“(d) It shall be unlawful for any person indirectly, or through or by any 
other person, to do any act or thing which it would be unlawful for such person 
to do directly under the provisions of this title or any rule or regulation there- 
under. It shall be unlawful for any person to aid, abet, counsel, command, 
induce, or procure the violation of any provision of this title or any rule or 
regulation thereunder by any other person. These provisions shall not con- 
stitute a limitation with respect to the applicability to this title of section 2 of 
title 18, United States Code.” 

Sec. 12. Subsection (e) of section 209 of the Investment Advisers Act of 1940, 
ws amended, is amended by striking out “has engaged or is about to engage” in 
the first and in the second sentences and inserting in lieu thereof “has engaged, 
is engaged or is about to engage”’. 

SEc. 13. Subsection (b) of section 210 of the Investment Advisers Act of 1940, 
as amended, is amended to read as follows: 

“(b) Subject to the provisions of subsections (c) and (e) of section 209, the 
Commission, or any member, officer, or employee thereof, shall not make public 
the fact that any examination or investigation under this title is being con- 
ducted, or the results of or any facts ascertained during any such examination 
or investigation; and no member, officer, or employee of the Commission shall 
disclose to any person other than a member, officer, or employee of the Com- 
mission any information obtained as a result of any such examination or in- 
vestigation except with the approval of the Commission. The provisions of this 
subsection shall not apply— 

“(1) in the case of any hearing which is public under the provisions of 
section 212; or 

“(2) in the case of a resolution or request from either Houses of Con- 
gress.” 

SEc. 14. Subsection (a) of section 211 of the Investment Advisers Act of 1940, 
as amended, is amended to read as follows: 

“(a) The Commission shall have authority from time to time to make, issue, 
amend, and rescind such rules and regulations and such orders as are necessary 
or appropriate to the exercise of the functions and powers conferred upon the 
Commission elsewhere in this title. For the purposes of its rules or regulations 
the Commission may classify persons and matters within its jurisdiction and 
prescribe different requirements for different classes of persons or matters.” 
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Sec. 15. Section 217 of the Investment Advisers Act of 1940, as amended, is 
amended to read as follows: 

‘Sec. 217. Any person who willfully violates any provision of this title, or any 
rule, regulation, or order promulgated by the Commission under authority 
thereof, shall, upon conviction, be fined not more than $10,000, imprisoned for 
not more than two years, or both.” 

Sec. 16. The Investment Advisers Act of 1940, as amended, is amended by 
adding the following new section: 


“STATE CONTROL OF INVESTMENT ADVISERS 


“Sec. 222. Nothing in this title shall affect the jurisdiction of the securities 
commissioner (or any agency or officer performing like functions), of any State 
over any security or any person insofar as it does not conflict with the provi- 
sions of this title or the rules and regulations thereunder.” 


SECURITIES AND EXCHANGE COMMISSION—-COMPARATIVE PRINT OF PROPOSED 
AMENDMENTS TO THE INVESTMENT ADVISERS ACT OF 1940 


[Deletions in brackets ; additions in italics] 


Section 1 would amend paragraph (18) of section 202(a) of the Investment 
Advisers Act of 1940, as amended, as follows: 

“(a) When used in this title, unless the context otherwise requires—* * * (18) 
“State” means any State of the United States, the District of Columbia, [Alaska] 
Hawaii, Puerto Rico, [the Philippine [sland,] the Canal Zone, the Virgin Islands, 
or any other possession of the United States.” 

Section 2 would amend clause (F) of paragraph (1) of section 203(c) of the 
Investment Advisers Act of 1940, as amended, as follows: 

“(e) Any investment adviser, or any person who presently contemplates becom- 
ng an investment adviser, may register under this section by filing with the 
Commission an application for registration. Such application shall contain such 
of the following information, in such form and detail, as the Commission may by 
rules and regulations prescribe as necessary or appropriate in the public interest 
or for the protection of investors: 

(1) information in respect of—* * * (F) [whether such an investment adviser 
or any partner, officer, director, person performing similar function or controlling 
person thereof (i) within ten years of the filing of such application has been 
convicted of any felony or misdemeanor of the character described in paragraph 
1) of subsection (d), or (ii) is permanently or temporarily enjoined by an 
rder, judgment or decree of the character described in paragraph (2) of sub- 
section (d) and in each case the facts relating to such conviction or injunction; 
and] whether such investment adviser; any partner, officer, director, or person 
performing similar functions, or any person directly or indirectly controlling or 
controlled by such investment adviser, is subject to any disqualification which 
could be a basis for denial, suspension or revocation of registration of such 
investment adviser under the provisions of subsection (ad), and” 

Section 3 would amend subsection (d) of section 203 of the Investment Advisers 
Act of 1940, as amended, as follows: 

“(d) (The Commission after hearing may by order deny registration to or 
revoke or suspend the registration of an applicant under this section, if the 
Commission finds that such denial, revocation, or suspension is in the public 
interest and that such investment adviser or any partner, officer, director, 
person performing similar function, or controlling person thereof— 

“[(1) within ten years of the issuance of such order, has been convicted 
of any felony or misdemeanor involving the purchase or sale of any security 
or arising out of any conduct or practice of such investment adviser or 
affiliated person as an investment adviser, underwriter, broker, or dealer 
or as an affiliated person or employee of any investment company, bank, or 
insurance company : 

[(2) at the time of the issuance of such order, is permanently or tempo- 
rarily enjoined by order, judgment, or decree of any court of competent 
jurisdiction from acting as an investment adviser, underwriter, broker, or 
dealer, or as an affiliated person or employee of any investment company, 
bank, or insurance company, or from engaging in or continuing any conduct 
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or practice in connection with any such activity or in connection with the 
purchase or sale of any security ; or 
“[(3) has violated the provisions of section 207 of this title.J 

The Commission shall, after appropriate notice and opportunity for hearing, by 
order deny registration or suspend for a period not exceeding 12 months or 
revoke the registration of an investment adviser, if it finds that such denial, 
suspension or revocation is in the public interest and that (1) such investment 
adviser, whether prior or subsequent to becoming such, or (2) any partner, 
officer, or director (or any person performing similar functions), or any person 
directly or indirectly controlling or controlled by such investment adviser, 
whether prior or subsequent to becoming such (A) has willfully made or caused 
to be made in any application for registration or report filed with the Commis- 
sion under this title, or in any proceeding before the Commission with respect 
to registration, any statement which was at the time and in the light of the 
circumstances under which it was made false or misleading with respect to 
any material fact, or who has omitted to state in any such application or report 
any material fact which is required to be stated therein; or (B) has been 
convicted within 10 years preceding the filing of the application or at any time 
thereafter of any felony or misdemeanor which the Commission finds (i) involves 
the purchase or sale of any security, (ii) arises out of the conduct of the 
husiness of a broker, dealer or investment adviser, (iii) involves embezale 
ment, fraudulent conversion or misappropriation of funds or securities, or (iv) 
involves the violation of section 1341, 1342, or 1343 of title 18, United States 
Code, as heretofore or hereafter amended; or (C) is permanently or tempo- 
arily enjoined by order, judgment or decree of any court of competent jurisdic- 
tion from acting as an investment adviser, underwriter, broker or dealer, or 
as an affiliated person or cmployee of any investment company, bank or insur- 
ance company, or from engaging in or continuing any conduct or practice im 
connection with any such activity, or in connection with the purchase or sale 
of any security; or (D) has willfully violated any provision of the Securities 
ict of 1933, or of the Securities Exchange Act of 1934, or of this title, as any of 
such statutes heretofore have been or hereafter may be amended, or of any 
rule or regulation under any of such statutes.” 

Section 4 would amend subsection (e) of section 203 of the Investment Ad- 
visers Act of 1940, as amended, as follows: 

“(e) The commencement of a proceeding to deny registration under this se 
tion shall [not] operate to postpone the effective date of registration Lunless 
the Commission shall find that such postponement is necessary in the public 
interest and shall so order, but no such order shall operate to postpone such 
effective date for more than three months] for a period of ninety days, or until 
final determination whether such registration shall be denied if that determina- 
tion is made within such ninety-day period; but if, after appropriate notice and 
opportunity for hearing, it shall appear to the Commission to be necessary or 
ippropriate in the publie interest or for the protection of investors to postpone 
the effective date of such registration beyond such ninety-day period and until 
final determination of whether such registration shall be denied, the Commission 
shall so order.” 

Section 5 would amend subsection (g) of section 203 of the Investment Ad- 
visers \et of 1940, as amended, as follows: 

‘(g) Any person registered under this section may, upon such terms and 
conditions as the Commission finds necessary in the public interest or for the 
protection of investors, withdraw from registration by filing a written notice of 
withdrawal with the Commission. An application for registration under this 
section may be withdrain only with the consent of the Commission tf the request 
to withdraw such application is received by the Commission after it has com 
menced a proceeding to deny registration. If the Commission finds that any per- 
son registered under this section, or who has pending an application for registra- 
tion filed under this section, is no longer in [business] evistence or is not en 
gaged in business as an investment adviser, the Commission shall by order can 
cel the registration of such person.” 

Section 6 would amend section 204 of the Investment Advisers Act of 1940, 
as amended, as follows: 

“Src. 204 [Every investment adviser registered under section 203 of this 
title shall file with the Commission such annual and special reports, in such form 
as the Commission by rules and regulations may prescribe for the purpose of 


keeping reasonably current the information contained in the registration applica 
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tion.] Every investment adviser who makes use of the mails or of any means 
or instrumentality of interstate commerce in connection with his or its business 
as an investment adviser (other than one specifically erempted from registration 
pursuant to section 203(b)), shall make, keep and preserve for such periods, such 
accounts, correspondence, memoranda, papers, books and other records, and 
make such reports, as the Commission by its rules and regulations may pre- 
scribe as necessary or appropriate in the public interest or for the protection of 
investors. Such accounts, correspondence, memoranda, papers, hooks and other 
records shall be subject at any time or from time to time to such reasonable 
periodic, special or other examinations by examiners or other representatives 
of the Commission as the Commission may deem necessary or appropriate in 
the public interest or for the protection of investors.” 

Section 7 would amend the introductory paragraph of section 
Investment Advisers Act of 1940, as amended, as follows: 

“Sec. 205. No investment adviser [registered under section 203], unless exempt 
from registration pursuant to Section 203 (b), shall make use of the mails or any 
means Or instrumentality of interstate commerce, directly or indirectly, to enter 
into, extend, or renew any investment advisory contract, or in any way to 
perform any investment advisory contract entered into, extended, or renewed on 
or after the effective date of this title if such contract—” 

Section 8 would amend the introductory paragraph of section 206 of the Invest- 
ment Advisers Act of 1940, as amended, as follows: 

“Sec. 206. It shall be unlawful for any investment adviser [registered under 
section 203], by use of the mails or any means or instrumentality of interstate 
commerce, directly or indirectly—” 

Section 9 would amend section 206 of the Investment Advisers Act of 1940, as 
amended, by adding a new clause to be designated as clause (4), as follows: 

(4) to engage in any act, practice, or course of business which is fraudulent, 
deceptive or manipulative. The Commission shall, for the purposes of this para- 
graph (4) by rules and regulations define, and prescribe means reasonably 
designed to prevent, such acts, practices and courses of business as are fraudu- 
lent, deceptive, or manipulative.” 


205 of the 


Section 10 would amend the caption of section 208 of the Investment Advisers 
Act of 1940, as amended, as follows: 


“UNLAWFUL REPRESENTATIONS] GENFRAL PROHIBITIONS” 


Section 11 would amend section 208 of the Investment Advisers Act of 1940, as 
amended, by adding a new subsection to be designated as subsection (d), as 
follows: 

“(d) It shall be unlawful for any person indirectly, or through or by any other 
person, to do any act or thing which it would be unlawful for such person to do 
directly under the provisions of this title or any rule or regulation thereunder. 
It shall be unlawful for any person to aid, abet, counsel, command, induce or 
procure the violation of any provision of this title or any rule or regulation there- 
under by any other person. These provisions shall not constitute a limitation 
with respect to the applicability of this title of section 2 of title 18, United States 
Code.” 

Section 12 would amend subsection (e) of section 209 of the Investment 
Advisers Act of 1940, as amended, as follows: 

“(e) Whenever it shall appear to the Commission that any person has 
engaged, is engaged or is about to engage in any act or practice constituting a 
violation of any provision of this title, or of any rule, regulation, or order here- 
under, it may in its discretion bring an action in the proper district court of 
the United States, or the proper United States court of any Territory or other 
place subject to the jurisdiction of the United States, to enjoin such acts or 
practices and to enforce compliance with this title or any rule, regulation, or 
order hereunder. Upon a showing that such person has engaged, is engaged, 


or is about to engage in any such act or practice, a permanent or temporary 
injunction or decree or restraining order shall be granted without bond. The 
Commission may transmit such evidence as may be available concerning any 
violation of the provisions of this title, or of any rule, regulation, or order there 
under, to the Attorney General, who, in his discretion, may institute the appro 
priate criminal proceedings under this title.” 
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Section 13 would amend subsection (b) of section 210 of the Investment 
Advisers Act of 1940, as amended, as follows: 

“(b) Subject to the provisions of subsection (c) and (e), of section 209, the 
Commission, or any member, officer or employee thereof, shall not make public 
the fact that any eramination or investigation under this title is being con- 
ducted, [mor shall it make public the results of any such investigation, or any 
facts ascertained during any such investigation, except that the provisions of 
this subsection shall not apply—] or the results of or any facts ascertained 
luring any such examination or investigation; and no member, officer or em- 
ployee Of the Commission shall disclose to any person other than a member, 
ficer or employee of the Commission any information obtained as a result of 
any such examination or investigation ercept with the approval of the Com- 
qission. The provisions of this subsection shall not apply 

“(1) in the case of any hearing which is public under the provisions of 
Section 212; or 
‘(2) in the case of a resolution or request from either House of Congress.” 

Section 14 would amend subsection (a) of section 211 of the Investment 
\dvisers Act of 1940, as amended, as follows: 

‘(a) The Commission shall have authority from time to time to make, issue, 
mend, and rescind such rules and regulations and such orders as are necessary 
r appropriate to the exercise of the functions and powers conferred upon the 
Commission elsewhere in this title. For the purpose of its rules or regulations 
the Commission may classify persons and matters within its jurisdiction and 
prescribe different requirements for different classes of persons or matters.” 

Section 15 would amend section 217 of the Investment Advisers Act of 1940, 
is amended, as follows: 

“Sec. 217. Any person who willfully violates any provision of this title, or 
iny rule, regulation or order promulgated by the Commission under authority 
thereof, shall, upon conviction, be fined not more than $10,000, imprisoned for 
not more than two years, or both.” 

Section 16 would amend the Investment Advisers Act of 1940, as amended 
by adding a new section to be designated as section 222, as follows: 


“STATE CONTROL OF INVESTMENT ADVISORS 


“Sec. 222. Nothing in this title shall affect the jurisdiction of the securities 
commissioner (or any agency or officer performing like functions) of any State 
ver any security or any person insofar as it does not conflict with the pro- 
visions of this title or the rules and regulations thereunder.” 
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Sec. 201 Upon the basis of facts disclosed by 


1e record 


a report of the Securities and Ex 
nge Cominission made pursuant to section 30 
f the Public Utility Holding Company Act of 


135, and facts otherwise disclosed and ascer- 


tained, it is hereby found that investment advisers 
re of national concern, in that, among othe 
l their ad e counsel, publ cations, 

i es, and reports are furnished 

buted, and their contracts, sub- 

ScI iption igreements, and other arrangements 


with clients are negotiated and performed, 
by the use of the mails and means and instru- 





mental f interstate commerce; 

2) their advice, counsel, publications, 
writings, analyses, and reports customarily 
relate to the pur se and sale of securities 
traded on national securities exchanges and 
n interstate over-the-counter markets, secu- 
rit ssued by companies engaged in busi 

SS I t rst ‘ > mr erce, and securities 
issued by nat il banks and member banks 
f the Federal Reserve System; and 
the foregoing transactions occur in 
volume as substantially to affect inter- 
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of Representatives of the United States of America in 
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ind other securities markets, the national 
banking system and the national] economy. 
Definitions 
Sec. 202. (a) When used in this title, unless the 
context otherwise requires 


1) “Assignment” includes any direct or in- 
direct transfer or hypothecation of an investment 


idvisory contract by the assignor or of a con- 


trolling block of the assignor’s outstanding voting 
securities by a security holder of the assignor; but 


f the investment adviser is a partnership, no as- 
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investment advisory contract shall 
be deemed to result from the death or withdrawal 
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ness under the laws of any State or of the United 
States, a substantial portion of the business of 
which consists of receiving deposits or exercising 
fiduciary powers similar to those permitted to na- 
tional banks under section 11 (k) of the Federal 
Reserve Act, as amended, and which is supervised 
and examined by State or Federal authority hav- 
ing supervision over banks, and which is not oper- 
ated for the purpose of evading the provisions of 
this title, and (D) a receiver, conservator, or 
other liquidating agent of any institution or firm 
included in clauses (A), (B), or (C) of this 
paragraph. 

(3) “Broker” means any person engaged in 
the business of effecting transactions in securities 
for the account of others, but does not include a 
bank 

(4) “Commission” means the Securities and 
Exchange Commission. 

(5) “Company” means a corporation, a part- 
nership, an association, a joint-stock company, a 
trust, or any organized group of persons, whether 
incorporated or not; or any receiver, trustee in 
bankruptcy, or similar official, or any liquidating 
agent for any of the foregoing, in his capacity as 
such. 

(6) “Convicted” includes a verdict, judgment, 
or plea of guilty, or a finding of guilt on a plea 
of nolo contendere, if such verdict, judgment, 
plea, or finding has not been reversed, set aside, 
or withdrawn, whether or not sentence has been 
imposed, 

(7) “Dealer” means any person regularly en- 
gaged in the business of buying and selling secu- 
rities for his own account, through a broker o1 
otherwise, but does not include a bank, insurance 
company, or investment company, or any person 
insofar as he is engaged in investing, reinvesting 
or trading in securities, or in owning or holding 
securities, for his own account, either individually 
or in some fiduciary capacity, but not as a part of 
a regular business. 

(8) “Director” means any director of a corpo- 
ration or any person performing similar functions 
with respect to any organization, whether incorpo- 
rated or unincorporated. 

(9) “Exchange” means any organization, asso- 
ciation, or group of persons, whether incorporated 
or unincorporated, which constitutes, maintains, 
or provides a market place or facilities for bring- 


ing together purchasers and sellers of securities 
or for otherwise performing with respect to secu- 
rities the functions commonly performed by a 
stock exchange as that term is generally under- 
stood, and includes the market place and the mar- 
ket facilities maintained by such exchange. 

(10) “Interstate commerce” means trade, com- 
merce, transportation, or communication among 
the several States, or between any foreign country 
and any State, or between any State and any place 
or ship outside thereof. 

(11) “Investment adviser” means any person 
who, for compensation, engages in the business of 
advising others, either directly or through publi- 
cations or writings, as to the value of securities or 
as to the advisability of investing in, purchasing, 
or selling securities, or who, for compensation and 
as part of a regular business, issues or promulgates 
analyses or reports concerning securities; but does 
not include (A) a bank, or any holding company 
affiliate, as defined in the Banking Act of 1933, 
which is not an investment company; (B) any 
lawyer, accountant, engineer, or teacher whose per- 
formance of such services is solely incidental to the 
practice of his profession; (C) any broker or 
dealer whose performance of such services is solely 
incidental to the conduct of his business as a broker 
or dealer and who receives no special compensation. 
therefor; (D) the publisher of any bona fide news- 
paper, news magazine or business or financial pub- 
lication of general and regular circulation; (E) 
any person whose advice, analyses, or reports relate 
to no securities other than securities which are 
direct obligations of or obligations guaranteed as 
to principal or interest by the United States, or se- 
curities issued or guaranteed by corporations in 
which the United States has a direct or indirect 
interest which shall have been designated by the 
Secretary of the Treasury, pursuant to section 3 
(a) (12) of the Securities Exchange Act of 1934, 
as exempted securities for the purposes of that 
Act; or (F) such other persons not within the 
intent of this paragraph, as the Commission may 
designate by rules and regulations or order. 

(12) “Investment company”, “affiliated person”, 
“control”, and “insurance company” have the same 
meanings as in the Investment Company Act of 
19402 


* The sections of the Investment Company Act of 1940 defining 
these terms appear in Appendix I, beginning on page 10, 
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(13) “Investment supervisory services” means 
the giving of continuous advice as to the invest- 
ment of funds on the basis of the individual needs 
of each client. 

(14) “Means or instrumentality of interstate 
commerce” includes any facility of a national secu- 
rities exchange. 

(15) “National securities exchange” means an 
exchange registered under section 6 of the Secu- 
rities Exchange Act of 1934. 

(16) “Person” means a natural person or a 
company. 

(17) “Security” means any note, stock, treas- 
ury stock, bond, debenture, evidence of indebted- 
ness, certificate of interest or participation in any 
profit-sharing agreement, collateral-trust certifi- 
cate, preorganization certificate or subscription, 
transferable share, investment contract, voting- 
trust certificate, certificate of deposit for a secu- 
rity, fractional undivided interest in oil, gas, or 
other mineral rights, or, in general, any interest 
or instrument commonly known as a “security”, 
or any certificate of interest or participation in, 
temporary or interim certificate for, receipt for, 
guaranty of, or warrant or right to subscribe to 
or purchase any of the foregoing. 

(18) “State” means any State of the United 
States, the District of Columbia, Alaska, Hawaii, 
Puerto Rico, the Philippine Islands, the Canal 
Zone, the Virgin Islands, or any other possession 
of the United States. 

(19) “Underwriter” means any person who has 
purchased from an issuer with a view to, or sells 
for an issuer in connection with, the distribution 
of any security, or participates or has a direct or 
indirect participation in any such undertaking, or 
participates or has a participation in the direct or 
indirect underwriting of any such undertaking; 
but such term shall not include a person whose 
interest is limited to a commission from an under- 
writer or dealer not in excess of the usual and 
customary distributor’s or seller’s commission. As 
used in this paragraph the term “issuer” shall in- 
clude in addition to an issuer, any person directly 
or indirectly controlling or controlled by the is- 
suer, or any person under direct or indirect com- 
mon control with the issuer. 

(20) “Securities Act of 1933”, “Securities Ex- 
change Act of 1934”, “Public Utility Holding 
Company Act of 1935”, and “Trust Indenture Act 


of 1939”, mean those Acts, respectively, as here. 
tofore or hereafter amended. 

(b) No provision in this title shall apply to, or 
be deemed to include, the United States, a State, 
or any political subdivision of a State, or any 
agency, authority, or instrumentality of any one 
or more of the foregoing, or any corporation which 
is wholly owned directly or indirectly by any one 
or more of the foregoing, or any officer, agent, or 
employee of any of the foregoing acting as such 
in the course of his official duty, unless such pro- 
vision makes specific reference thereto. 


Registration of Investment Advisers 


Sec. 203. (a) Except as provided in subsection 
(b), it shall be unlawful for any investment ad- 
viser, unless registered under this section, to make 
use of the mails or any means or instrumentality 
of interstate commerce in connection with his or 
its business as an investment adviser. 

(b) The provisions of subsection (a) shall not 
apply to— 

(1) any investment adviser all of whose 
clients are residents of the State within which 
such investment adviser maintains his or its 
principal office and place of business, and who 
does not furnish advice or issue analyses or 
reports with respect to securities listed or 
admitted to unlisted trading privileges on 
any national securities exchange; 

(2) any investment adviser whose only 
clients are investment companies and insur- 
ance companies; or 

(3) any investment adviser who during the 
course of the preceding twelve months has 
had fewer than fifteen clients and who does 
not hold himself out generally to the public 
as an investment adviser. 


(c) Any investment adviser, or any person who 
presently contemplates becoming an investment 
adviser, may register under this section by filing 
with the Commission an application for registra- 
tion. Such application shall contain such of the 
following information, in such form and detail, as 
the Commission may by rules and regulations pre- 
scribe as necessary or appropriate in the public 
interest or for the protection of investors: 


(1) information in respect of— 
(A) the name and form of organization 
under which the investment adviser engages 
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or intends to engage in business; the name 
of the State or other sovereign power under 
which such investment adviser is organized ; 
the location of his or its principal business 
office and branch offices, if any; the names 
and addresses of his or its partners, officers, 
directors, and persons performing similar 
functions or, if such an investment adviser 
be an individual, of such individual; and 
the number of his or its employees; 

(B) the education, the business affilia- 
tions for the past ten years, and the present 
business affiliations of such investment ad- 
viser and of his or its partners, officers, di- 
rectors, and persons performing similar 
functions and of any controlling person 
thereof; 

(C) the nature of the business of such 
investment adviser, including the manner 
of giving advice and rendering analyses or 
reports ; 

(D) the nature and scope of the author- 
ity of such investment adviser with respect 
to clients’ funds and accounts; 

(E) the basis or bases upon which such 
investment adviser is compensated ; and 

(F) whether such an investment adviser 
or any partner, officer, director, person per- 
forming similar function or controlling 
person thereof (i) within ten years of the 
filing of such application has been convicted 
of any felony or misdemeanor of the char- 
acter deseribed in paragraph (1) of sub- 
section (d), or (ii) is permanently or tem- 
porarily enjoined by an order, judgment or 
decree of the character described in para- 
graph (2) of subsection (d) and in each 
case the facts relating to such conviction or 
injunction ; and 
(2) a statement as to whether such invest- 

ment adviser is engaged or is to engage pri- 
marily in the business of rendering invest- 
ment supervisory services. 


Except as hereinafter provided, such registration 
shall become effective thirty days after receipt of 
such application by the Commission, or within 
such shorter period of time as the Commission may 
determine. Any amendment of an application 
filed not more than fifteen days after the filing of 
such application shall be deemed to have been filed 
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with and as a part of such application. Any 
amendment of an application filed more than fif- 
teen days after the filing of such application and 
before such application becomes effective shall be 
deemed a new application incorporating by refer- 
ence the unamended items of the earlier applica- 
tion. Any amendment filed after the application 
has become effective shall become effective thirty 
days after the filing thereof, or at such earlier date 
as the Commission may order. 

(d) The Commission after hearing may by 
order deny registration to or revoke or suspend 
the registration of an applicant under this section, 
if the Commission finds that such denial, revoca- 
tion, or suspension is in the public interest and 
that such investment adviser or any partner, offi- 
cer, director, person performing similar function, 
or controlling person thereof— 


(1) within ten years of the issuance of 
such order, has been convicted of any felony 
or misdemeanor involving the purchase or 
sale of any security or arising out of any con- 
duct or practice of such investment adviser 
or affiliated person as an investment adviser, 
underwriter, broker, or dealer, or as an affil- 
iated person or employee of any investment 
company, bank, or insurance company; 

(2) at the time of the issuance of such or- 
der, is permanently or temporarily enjoined 
by order, judgment, or decree of any court of 
competent jurisdiction from acting as an in- 
vestment adviser, underwriter, broker, or 
dealer, or as an affiliated person or employee 
of any investment company, bank, or insur- 
ance company, or from engaging in or con- 
tinuing any conduct or practice in connection 
with any such activity or in connection with 
the purchase or sale of any security; or 

(3) has violated the provisions of section 
207 of this title. 


(e) The commencement of a proceeding to deny 
registration under this section shall not operate 
to postpone the effective date of registration unless 
the Commission shall find that such post ponement 
is necessary in the public interest and shall so 
order, but no such order shall operate to postpone 
such effective date for more than three months. 

(f) Any successor to the business of an invest- 
ment adviser registered under this section shall be 
deemed likewise registered hereunder, if within 
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thirty days from its succession to such business it 
shall file an application for registration under this 
section, unless and until the Commission, pursuant 
to subsection (d) of this section, shall deny regis- 
tration to or revoke or suspend the registration of 
such successor. 

(g) Any person registered under this section 
may, upon such terms and conditions as the Com- 
mission finds necessary in the public interest or 
for the protection of investors, withdraw from 
registration by filing a written notice of with- 
drawal with the Commission. If the Commission 
finds that any person registered under this section, 
or who has pending an application for registra- 
tion filed under this section, is no longer in busi- 
ness or is not engaged in business as an investment 
adviser, the Commission shall by order cancel the 
registration of such person. 


Annual and Other Reports 

Sec. 204. Every investment adviser registered 
under section 203 of this title shall file with the 
Commission such annual and special reports, in 
such form as the Commission by rules and regula- 
tions may prescribe for the purpose of keeping 
reasonably current the information contained in 
the registration application. 


Investment Advisory Contracts 


Sec. 205. No investment adviser registered 
under section 203 shall make use of the mails or 
any means or instrumentality of interstate com- 
merce, directly or indirectly, to enter into, extend, 
or renew any investment advisory contract, or in 
any way to perform any investment advisory 
contract entered into, extended, or renewed on 
or after the effective date of this title, if such 
contract— 


(1) provides for compensation to the in- 
vestment adviser on the basis of a share of 
capital gains upon or capital appreciation of 
the funds or any portion of the funds of the 
client; 

(2) fails to provide, in substance, that no 
assignment of such contract shall be made 
by the investment adviser without the consent 
of the other party to the contract; or 

(3) fails to provide, in substance, that the 
investment adviser, if a partnership, will 
notify the other party to the contract of any 
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change in the membership of such partner. 
ship within a reasonable time after such 
change. 


As used in this section, “investment advisory con- 
tract” means any contract or agreement whereby 
& person agrees to act as investment adviser or to 
manage any investment or trading account for a 
person other than an investment company. Para. 
graph (1) of this section shall not be construed to 
prohibit an investment advisory contract which 
provides for compensation based upon the total 
value of a fund averaged over a definite period, 
or as of definite dates, or taken as of a definite date, 


Prohibited Transactions by Registered 
Investment Advisers 


Sec. 206. It shall be unlawful for any invest- 
ment adviser registered under section 203, by use 
of the mails or any means or instrumentality of 
interstate commerce, directly or indirectly— 


(1) to employ any device, scheme, or ar- 
tifice to defraud any client or prospective 
client; 

(2) to engage in any transaction, practice, 
or course of business which operates as a fraud 
or deceit upon any client or prospective client; 

(3) acting as principal for his own account, 
knowingly to sell any security to or purchase 
any security from a client, or acting as broker 
for a person other than such client, knowingly 
to effect any sale or purchase of any security 
for the account of such client, without dis- 
closing to such client in writing before the 
completion of such transaction the capacity 
in which he is acting and obtaining the con- 
sent of the client to such transaction. The 
prohibitions of this paragraph (3) shall not 
apply to any transaction with a customer of 
a broker or dealer if such broker or dealer is 
not acting as an investment adviser in relation 
to such transaction. 


Material Misstatements 


Sec. 207. It shall be unlawful for any person 
willfully to make any untrue statement of a mate- 
rial fact in any registration application or report 
filed with the Commission under section 203 or 
204, cr willfully to omit to state in any such appli- 
cation or report any material fact which is re- 
quired to be stated therein. 
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Unlawful Representations 


Sec. 208. (a) It shall be unlawful for any per- 
son registered under section 203 of this title to rep- 
resent or imply in any manner whatsoever that 
such person has been sponsored, recommended, or 
approved, or that his abilities or qualifications 
have in any respect been passed upon by the 
United States or any agency or any officer thereof. 

(b) No provision of subsection (a) shall be 
construed to prohibit a statement that a person 
is registered under this title or under the Secu- 
rities Exchange Act of 1934, if such statement is 
true in fact and if the effect of such registration is 
not misrepresented. 

(c) It shall be unlawful for any person regis- 
tered under section 203 of this title to represent 
that he is an investment counsel or to use the name 
investment counsel as descriptive of his business 
unless such person is primarily engaged in the 
business of rendering investment supervisory 
services or unless his registration application as 
amended or as supplemented by the most recent 
report on file with the Commission states that 
such person is engaged or is about to engage 
primarily in the business of rendering investment 
supervisory services. 


Enforcement of Title 


Sec. 209. (a) Whenever it shall appear to the 
either upon complaint or otherwise, 
that the provisions of this title or of any rule or 
regulation prescribed under the authority thereof, 
have been or are about to be violated by any per- 
son, it may in its discretion require, and in any 
event shall permit, such person to file with it a 
statement in writing, under oath or otherwise, as 
to all the facts and circumstances relevant to such 
violation, and may otherwise investigate all such 
facts and circumstances. 

(b) For the purposes of any investigation or 
any proceeding under this title, any member of 
the Commission or any officer thereof designated 
by it is empowered to administer oaths and affir- 
mations, subpena witnesses, compel their attend- 
ance, take evidence, and require the production of 
any books, papers, correspondence, memoranda, 
contracts, agreements, or other records which are 
relevant or material to the inquiry. Such attend- 
ance of witnesses and the production of any such 
records may be required from any place in any 
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State or in any Territory or other place subject to 
the jurisdiction of the United States at any desig- 
nated place of hearing. 

(c) In case of contumacy by, or refusal to obey 
a subpena issued to, any person, the Commission 
may invoke the aid of any court of the United 
States within the jurisdiction of which such inves- 
tigation or proceeding is carried on, or where such 
person resides or carries on business, in requiring 
the attendance and testimony of witnesses and the 
production of books, papers, correspondence, mem- 
oranda, contracts, agreements, and other records. 
And such court may issue an order requiring such 
person to appear before the Commission or mem- 
ber or officer designated by the Commission, there 
to produce records, if so ordered, or to give testi- 
mony touching the matter under investigation or 
in question; and any failure to obey such order of 
the court may be punished by such court as a con- 
tempt thereof. All process in any such case may 
be served in the judicial district whereof such 
person is an inhabitant or wherever he may be 
found. Any person who without just cause shall 
fail or refuse to attend and testify or to answer 
any lawful inquiry or to produce books, papers, 
correspondence, memoranda, contracts, agree- 
ments, or other records, if in his or its power 
so to do, in obedience to the subpena of the Com- 
mission, shall be guilty of a misdemeanor, and 
upon conviction shall be subject to a fine of not 
more than $1,000 or to imprisonment for a term 
of not more than one year, or both. 

(d) No person shall be excused from attending 
and testifying or from producing books, papers, 
correspondence, memoranda, contracts, agree- 
ments, or other records and documents before the 
Commission, or in obedience to the subpena of 
the Commission or any member thereof or any 
officer designated by it, or in any cause or pro- 
ceeding instituted by the Commission, on the 
ground that the testimony or evidence, documen- 
tary or otherwise, required of him may tend to 
incriminate him or subject him to a penalty or 
forfeiture; but no individual shall be prose- 
cuted or subject to any penalty or forfeiture for 
or on account of any transaction, matter, or thing 
concerning which he is compelled to testify or pro- 
duce evidence, documentary or otherwise, after 
having claimed his privilege against self-incrimi- 
nation, except that such individual so testifying 
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shall not be exempt from prosecution and pun- 
ishment for perjury committed in so testifying. 

(e) Whenever it shall appear to the Commis- 
sion that any person has engaged or is about to 
engage in any act or practice constituting a viola- 
tion of any provision of this title, or of any rule, 
regulation, or order hereunder, it may in its dis- 
cretion bring an action in the proper district court 
of the United States, or the proper United States 
court of any Territory or other place subject to 
the jurisdiction of the United States, to enjoin 
such acts or practices and to enforce compliance 
with this title or any rule, regulation, or order 
hereunder. Upon a showing that such person 
has engaged or is about to engage in any such act 
or practice, a permanent or temporary injunction 
or decree or restraining order shall be granted 
without bond. The Commission may transmit 
such evidence as may be available concerning any 
violation of the provisions of this title, or of any 
rule, regulation, or order thereunder, to the Attor- 
ney General, who, in his discretion, may institute 
the appropriate criminal proceedings under this 
title. 

Publicity 


Seo. 210. (a) The information contained in any 
registration application or report or amendment 
thereto filed with the Commission pursuant to any 
provision of this title shall be made available to 
the public, unless and except insofar as the Com- 
mission, by rules and regulations upon its own 
motion, or by order upon application, finds that 
public disclosure is neither necessary nor appro- 
priate in the public interest or for the protection 
of investors. Photostatic or other copies of in- 
formation contained in documents filed with the 
Commission under this title and made available 
to the public shall be furnished to any person at 
such reasonable charge and under such reasonable 
limitations as the Commission shall prescribe. 

(b) Subject to the provisions of subsections (c) 
and (e), of section 209, the Commission shal] not 
make public the fact that any investigation under 
this title is being conducted, nor shall it make 
public the results of any such investigation, or 
any facts ascertained during any such investiga- 
tion, except that the provisions of this subsection 
shall not apply— 


(1) in the case of any hearing which is 
public under the provisions of section 212; or 
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(2) in the case of a resolution or request 
from either House of Congress. 


(c) No provision of this title shall be construed 
to require, or to authorize the Commission to re 
quire any investment adviser engaged in render. 
ing investment supervisory services to disclose the 
identity, investments, or affairs of any client of 
such investment adviser, except insofar as such 
disclosure may be necessary or appropriate in a 
particular proceeding or investigation having ag 
its object the enforcement of a provision or pro- 
visions of this title. 


Rules, Regulations, and Orders 


Sec. 211. (a) The Commission shall have au- 
thority from time to time to make, issue, amend, 
and rescind such rules and regulations and such 
orders as are necessary or appropriate to the exer- 
cise of the powers conferred upon the Commission 
elsewhere in this title. For the purposes of its 
rules or regulations the Commission may classify 
persons and matters within its jurisdiction and 
prescribe different requirements for different 
classes of persons or matters. 

(b) Subject to the provisions of the Federal 
Register Act and regulations prescribed under the 
authority thereof, the rules and regulations of 
the Commission under this title, and amendments 
thereof, shall be effective upon publication in the 
manner which the Commission shall prescribe, or 
upon such later date as may be provided in such 
rules and regulations. 

(c) Orders of the Commission under this title 
shall be issued only after appropriate notice and 
opportunity for hearing. Notice to the parties to 
a proceeding before the Commission shall be given 
by personal service upon each party or by regis- 
tered mail or confirmed telegraphic notice to the 
party’s last known business address. Notice to 
interested persons, if any, other than parties may 
be given in the same manner or by publication in 
the Federal Register. 

(d) No provision of this title imposing any 
liability shall apply to any act done or omitted in 
good faith in conformity with any rule, regula- 
tion, or order of the Commission, notwithstanding 
that such rule, regulation, or order may, after such 
act or omission, be amended or rescinded or be 
determined by judicial or other authority to be 
invalid for any reason, 
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Hearings 
Sec. 212. Hearings may be public and may be 
held before the Commission, any member or mem- 
bers thereof, or any officer or officers of the Com- 
mission designated by it, and appropriate records 
thereof shall be kept. 


Court Review of Orders 

Sec. 213. (a) Any person or party aggrieved 
by an order issued by the Commission under this 
title may obtain a review of such order in the cir- 
cuit court of appeals of the United States within 
any circuit wherein such person resides or has his 
principal place of business, or in the United States 
Court of Appeals for the District of Columbia, by 
filing in such court, within sixty days after the 
entry of such order, a written petition praying 
that the order of the Commission be modified or 
set aside in whole or in part. A copy of such peti- 
tion shall be forthwith served upon any member 
of the Commission, or upon any officer thereof 
designated by the Commission for that purpose, 
and thereupon the Commission shall certify and 
file in the court a transcript of the record upon 
which the order complained of was entered. Upon 
the filing of such transcript such court shall have 
exclusive jurisdiction to affirm, modify, or set 
aside such order, in whole or in part. No objection 
to the order of the Commission shall be considered 
by the court unless such objection shall have been 
urged before the Commission or unless there were 
reasonable grounds for failuresoto do. The find- 
ings of the Commission as to the facts, if sup- 
ported by substantial evidence, shall be conclusive. 
If application is made to the court for leave to 
adduce additional evidence, and it is shown to the 
satisfaction of the court that such additional evi- 
dence is materia] and that there were reasonable 
grounds for failure to adduce such evidence in 
the proceeding before the Commission, the court 
may order such additional evidence to be taken 
before the Commission and to be adduced upon the 
hearing in such manner and upon such terms and 
conditions as to the court may seem proper. The 
Commission may modify its findings as to the facts 
by reason of the additional evidence so taken, and 
it shall file with the court such modified or new 
findings, which, if supported by substantial evi- 
dence, shall be conclusive, and its recommendation, 
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if any, for the modification or setting aside of the 
original order. The judgment and decree of the 
court affirming, modifying, or setting aside, in 
whole or in part, any such order of the Commis- 
sion shall be final, subject to review by the Supreme 
Court of the United States upon certiorari or cer- 
tification as provided in sections 239 and 240 of 
the Judicial Code, as amended. 

(b) The commencement of proceedings under 
subsection (a) shall not, unless specifically ordered 
by the court, operate as a stay of the Commission’s 
order. 


Jurisdiction of Offenses and Suits 


Sec. 214. The district courts of the United 
States and the United States courts of any Terri- 
tory or other place subject to the jurisdiction of 
the United States shall have jurisdiction of viola- 
tions of this title or the rules, regulations, or or- 
ders thereunder, and, concurrently with State and 
Territorial courts, of all suits in equity to enjoin 
any violation of this title or the rules, regulations, 
or orders thereunder. 
may be brought in the district wherein any act or 


Any criminal proceeding 


transaction constituting the violation occurred 
Any suit or action to enjoin any violation of this 
title or rules, regulations, or orders thereunder, 
may be brought in any such district or in the dis- 
trict wherein the defendant is an inhabitant or 
transacts business, and process in such cases may 
be served in any district of which the defendant 
is an inhabitant or transacts business or wherever 
the defendant may be found. Judgments and 
decrees so rendered shall be subject to review as 
provided in sections 128 and 240 of the Judicial 
Code, as amended, and section 7, as amended, of 
the Act entitled “An Act to establish a court of 
appeals for the District of Columbia”, approved 
February 9, 1893. 
or against the Commission in any proceeding un- 
der this title brought by or against the Commis- 
sion in any court. 


No costs shall be assessed for 


Validity of Contracts 


Sec. 215. (a) Any condition, stipulation, or pro- 
vision binding any person to waive compliance 
with any provision of this title or with any rule, 
regulation, or order thereunder shall be void. 
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(b) Every contract made in violation of any 
provision of this title and every contract hereto- 
fore or hereafter made, the performance of which 
involves the violation of, or the continuance of 
any relationship or practice in violation of any 
provision of this title, or any rule, regulation, or 
order thereunder, shall be void (1) as regards the 
rights of any person who, in violation of any such 
provision, rule, regulation, or order, shall have 
made or engaged in the performance of any such 
contract, and (2) as regards the rights of any per- 
son who, not being a party to such contract, shall 
have acquired any right thereunder with actual 
knowledge of the facts by reason of which the 
making or performance of such contract was in 
violation of any such provision. 


Annual Reports of Commission 


Sec. 216. The Commission shall submit annu- 
ally a report to the Congress covering the work of 
the Commission for the preceding year and includ- 
ing such information, data, and recommendations 
for further legislation in connection with the mat- 
ters covered by this title as it may find advisable. 


Penalties 
Sec. 217. Any person who willfully violates any 
provision of this title shall, upon conviction, be 
fined not more than $10,000, imprisoned for not 
more than two years, or both. 
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Employees of the Commission 

Sec. 218. For the purposes of this title, the 
Commission may select, employ, and fix the com. 
pensation of such attorneys, examiners, and other 
experts as shall be necessary for the transaction 
of the business of the Commission in respect of 
this title without regard to the provisions of other 
laws applicable to the employment and compen. 
sation of officers or employees of the United 
States; and the Commission may, subject to the 
civil-service laws, appoint such other officers and 
employees as are necessary in the execution of the 
functions of the Commission and fix their salaries 
in accordance with the Classification Act of 1923, 
as amended. 


Separability of Provisions 

Sec. 219. If any provision of this title or the 
application of such provision to any person or cir- 
cumstances shall be held invalid, the remainder 
of the title and the application of such provision 
to persons or circumstances other than those as 
to which it is held invalid shall not be affected 
thereby. 


Short Title 


Sec. 220. This title may be cited as the “Invest- 
ment Advisers Act of 1940”. 


Effective Date 


Sec. 221. This title shall become effective on 
November 1, 1940. 
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SECURITIES AND EXCHANGE COMMISSION—EXPLANATION OF AMENDMENTS TO 
INVESTMENT ADVISERS ACT oF 1940 


GENERAL OBJECTIVE OF STATUTE 


The general objective of the Investment Advisers Act of 1940 is to protect the 
public and investors against malpractices on the part of persons engaged for 
eompensation in the business of advising others with respect to securities. The 
act makes it unlawful for investment advisers registered under the act to en: 
gage in practices which constitute fraud or deceit. The act also requires regis- 
tered investment advisers to disclose the nature of their interest in transactions 
which they may effect for their clients, prohibits profit-sharing arrangements 
and, for all practical purposes, prevents the assignment of any investment ad- 
visory contract without the consent of the interested client. 


WHAT THE BILL WILL DO 


The amendments embodied in the bill are recommended by the Securities and 
Exchange Commission, which is of the opinion that the changes will materially 
assist it in enforcing the statute. 

Administration of the Investment Advisers Act since its adoption in 1940 has 
indicated to the Commission that it is inadequate in many respects and does not 
afford the necessary protection to clients of investment advisers and other mem- 
bers of the investing public. The Commission has no authority under the act 
to inspect the books and records of investment advisers, and cannot even re- 
quire investment advisers to maintain books and records. It has no adequate 
means of determining whether investment advisers are engaging in fraudulent 
or deceptive practises in connection with their business. 

The present statute provides for the registration of most investment advisers 
who use the mails or instrumentalities of interstate commerce in connection 
with their business. The basis for denial or revocation of registration is very 
narrow and limited, however, and this makes it possible for undesirable per- 
sons to engage in the investment advisory business, essential elements of which 
are trust and confidence by the client and scrupulously honest dealing by the 
adviser. 

The provisions of the act prohibiting fraudulent practices apply only to in- 
vestment advisers who happen to be registered. The investment adviser who 
evades registration or is exempt from it is not subject to these provisions. The 
act is inadequate also because it does not give the Commission the power to 
adopt rules and regulations defining acts and practices which are fraudulent, de- 
ceptive or manipulative or prescribing means designed to prevent such acts and 
practices. 

The proposed amendments are designed to make the Commission’s enforce 
ment activities more effective by giving the Commission additional authority, 
and by providing additional remedies and eliminating or minimizing various 
problems which have come to light in the course of the Commission’s enforce- 
ment of the Act. The more significant of these proposals would, in brief, (1) 
expand the basis for disqualification of an applicant for registration or a regis- 
trant because of misconduct; (2) revise the provisions relating to the postpone- 
ment of effectiveness and the withdrawal of applications for registration; (3) 
authorize the Commission by rule to require the keeping of books and records 
and the filing of reports; (4) permit periodic examinations of a registrant’s 
books and records; (5) empower the Commission by rule to define and prescribe 
means reasonably designed to prevent fraudulent practices; and (6) extend 
criminal liability to include a willful violation of a rule or order of the Com- 
mission. 

EXAMINATION BY SECTIONS 


Section 1. Elimination of reference to the Philippine Islands and Alaska in 
definition of “State” 

Present law.—Section 202(a) (18) of the act defines the term “State” to in- 
clude any State of the United States and in addition, among others, the Philip- 
pine Islands and Alaska. 

Problem.—The Philippine Islands are no longer a possession and Alaska is 
now a State. 

Remedy in the bill—The amendment would delete these references. 


42560—59 
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Sections 2 and 3. Expansion and integration of provisions relating to statutory 
disqualifications 


Present law.—Under section 203(d) registration can be denied, suspended or 
revoked because of (1) conviction within 10 years for a felony or misdemeanor 
involving the purchase or sale of a security, or arising out of activities as an 
investment adviser, underwriter, banker, or dealer, or as an affiliated person 
or employee of an investment company, bank or insurance company; or (2) the 
existence of an injunction based upon similar conduct or activity; or (3) the 
willful filing of a false statement in an application for registration or a required 
report. 

Problem.—(1) It should be possible for the Commission to keep out of the 
investment advisory business not only persons who would be barred under the 
standards now embodied in section 203(d), but also any person who has been 
convicted of embezzlement, fradulent conversion or misappropriation of funds 
or securities; or who has violated the Mail Fraud Statute; or who is subject 
to an injunction based upon such improper activities. In addition, a willful 
violation of the Securities Act, the Securities Exchange Act, or the Investment 
Advisers Act should constitute a basis for denial, suspension, or revocation of 
the registration of an investment adviser. 

One case demonstrates the weakness of the Investment Advisers Act. Infor- 
mation was obtained by the staff indicating that a certain individual was en- 
gaged in the securities business relying upon an exemption from registration 
under the Securities Exchange Act available to persons doing business entirely 
within one State. Investigation disclosed that this individual actually was 
engaged in an interstate business, and that the exemption was not available. 
Upon being advised that registration as a broker-dealer was required, applica- 
tions for registration were filed not only as a broker-dealer, but also as an 
investment adviser. Investigation revealed several serious violations of the 
Securities Act and the Securities Exchange Act. A report of financial condition 
filed as a part of the broker-dealer application falsely set forth his financial 
condition. Proceedings were instituted to determine whether an order of denial 
should be entered with respect to the application for a broker-dealer registration, 
but siuce there was no statutory bar to registration as an investment adviser, 
that registration became effective. The applicant, before the date for hearing 
on the broker-dealer matter, filed a petition in bankruptcy. Fr&n documents 
filed in that proceeding it appeared that customers and other broker-dealers 
would sustain substantial losses. In connection with a stipulation of facts in 
the broker-dealer denial proceeding, the staff succeeded in obtaining a with- 
drawal of the investment adviser registration. It is an anomalous situation that 
permits the Commission to deny registration to a broker-dealer applicant based 
upon willful violation of the Securities Act and the Securities Exchange Act, 
but leaves it without authority to deny an application for registration as an 
investmen adviser simultaneously filed by the same person. 

(2) Section 203(c) should be revised to require disclosure of information 
necessary to determine whether there exists a basis for denying registration 
under section 203(d), as proposed to be amended. 

Remedy in the bill—(1) It is proposed to amend section 203(d) to provide 
that conviction of embezzlement, fraudulent conversion, or misappropriation of 
funds or securities: or violation of the mail fraud statute; or the existence of 
an injunction based upon such improper activities; or the willful violation of 
the Securities Act of 1933, the Securities Exchange Act of 1934, or the Invest- 
ment Advisers Act of 1940, will also constitute bases for statutory disqualifi- 
cation. 

(2) The proposed amendment woud amend section 203(c) to require disclosure 
of the information necessary to disclose any such disqualification. 


Section 4. Provision for postponement of effectiveness of registration when de- 
nial proceedings are instituted 

Present law.—Section 203(e) now provides that the effectiveness of an appli- 
cation for registration is not postponed by the commencement of a proceeding to 
determine whether an order of denial should be entered, unless the Commission 
finds that such postponement is in the public interest. 

Problem.—Under section 211(c) such order postponing effectiveness of regis- 
tration can be entered only after notice and opportunity for hearing, and this 
procedure has proved administratively unworkable because such an order gener- 
ally has to be entered within 30 days after the application is filed or the appli- 
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eation will become effective under section 203(c). It would ordinarily be a 
practical impossibility, within that limited period, to give adequate notice of a 
hearing, conduct the hearing, review the record, and enter an order, all in com- 
pliance with the Administrative Procedures Act. Furthermore, if such an effort 
were undertaken it would usually be necessary to duplicate the conduct of hear- 
ings and the taking of evidence on both the postponement question and the 
denial question. 

Remedy in the bill—Under the proposed amendment to section 203(e), the 
commencement of a proceeding to deny registration would postpone effectiveness 
of an application for registration for a period of 90 days, or until final deter- 
mination in the denial proceeding if that occurs sooner; and if the proceeding 
extends beyond 90 days, the Commission could postpone effectiveness beyond the 
90-day period only after a hearing on the question of further postponement. 


Section 5. Addition of provision relating to the right to withdraw an application 
for registration 


Present law.—Section 203(g) provides that a registered investment adviser 
may withdraw from registration only upon such terms and conditions as the 
Commission may impose in the public interest or for the protection of investors. 
The statute does not contain any provision with respect to the withdrawal of an 
application for registration. 

Problem.—Upon receipt of an application for registration, inquiry is made to 
determine whether there is any bar to such person becoming registered, and 
whether it is in the public interest to deny the registration. This necessitates 
investigation concerning many factors, including identity, past history, business 
experience, and affiliations. Frequently, it is necessary to obtain evidence on 
these matters from various parts of the United States, as well as from outside 
the country. If the applicant has the right to withdraw after a proceeding has 
been instituted to deny his registration, the Commission may be in a position 
where it will be unable to prove a disqualification at a later date if a new 
application is filed. When much time and effort have been devoted to the mat- 
ter and expense has been incurred, it is appropriate that a hearing be held so 
that a determination can be made as to whether or not there is a statutory bar 
and whether it is in the public interest to enter an order of denial. If an appli- 
cant is permitted to withdraw under such circumstances, the Commission at a 
later date may be required to conduct a new investigation to try to find available 
evidence under circumstances which may make it much more difficult to make 
the necessary findings. 

Remedy in the bill—The proposed amendment specifically provides that an 
application for registration may be withdrawn only with the consent of the 
Commission if the request for withdrawal is received by the Commission after 
it has instituted proceedings to deny registration. 


Section 6. Addition of power to compel maintenance of books and records and 
erpansion of power to inspect 

Present law.—The act now contains no grant of power to inspect the books 
and records of investment advisers; in fact, there is no requirement that they 
maintain any books or records. The act authorizes investigations concerning 
violations of the act only when it appears that its provisions have been or 
are about to be violated. 

Problem.—Unless the Commission has sufficient information to bring its in- 
vestigative powers into play, it has no authority to examine the books and 
records of investment advisers to determine whether they are engaging in 
fraudulent, deceptive, or other unlawful practices. 

Remedy in the bill—The proposed amendment to section 204 would require 
investment advisers subject to registration to maintain the books and records 
prescribed by Commission rules and regulations and would authorize the Com- 
mission to conduct routine inspections of investment advisers. The Commission 
has similar authority with respect to brokers and dealers under section 17(a) 
of the Securities Exchange Act of 1934. 

This power of inspection would be limited, however, by section 210(c) of 
the act, which provides that the Commission cannot require an investment 
adviser engaged in rendering investment supervisory services to disclose the 
identity, investments, or affairs of any client except in a particular proceeding 
or investigation. Many investment advisers rendering investment supervisory 
services have in their records some very personal information about their 
clients and their clients’ families, and there is some question as to whether 
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information concerning the investments or affairs of clients should have to be 
disclosed except in a formal investigation or proceeding. If a routine inspec- 
tion of the adviser’s books and records should indicate possible fraudulent or 
other improper practices with respect to the affairs of any client, the Com- 
mission could order a formal investigation to obtain information concerning 
the adviser’s handling of clients’ accounts. 
Section 7. Clarification of prohibitions against performance of certain invest- 
ment advisory contracts 

Present law.—Section 205 of the act now prohibits registered investment 
advisers from entering into, extending, renewing, or performing certain types 
of investment advisory contracts. 

Problem.—Section 205 is not specifically applicable to investment advisers 
subject to registration who have not registered. 

Remedy in the bil—The amendment makes section 205 applicable to invest- 
ment advisers subject to registration, whether or not they have registered. 





Section 8. Extension of antifraud provisions 

Present law.—Section 206 of the act prohibits certain fraudulent and decep- 
tive practices by registered investment advisers. 

Problem.—This section is now applicable only to registered investment ad- 
visers. Fraud is no less vicious because it is perpetrated by an unregistered 
investment adviser. Just as the antifraud provisions of the Securities Exchange 
Act of 1934 are applicable to brokers and dealers irrespective of registration, 
so should the antifraud provisions of this act be applicable to all investment 
advisers. 

Remedy in the bill—The proposed amendment would apply the antifraud 
provisions of section 206 to all investment advisers, whether registered or not. 
Section 9. Addition of rulemaking power to implement antifraud provisions 

Present law.—Present section 206 contains general prohibitions against fraud- 
ulent activities. 

Problem.—Because of the general language of section 206 and the absence 
of express rulemaking power in that section, there has always been a question 
as to the scope of the fraudulent and deceptive activities which are prohibited 
and the extent to which the Commission is limited in this area by common-law 
concepts of fraud and deceit. 

Remedy in the bill.—It is proposed that a new paragraph (4) be added to sec- 
tion 206 which would empower the Commission, by rules and regulations to 
define, and prescribe means reasonably designed to prevent, acts, practices and 
courses of businesses which are fraudulent, deceptive or manipulative. This is 
comparable to section 15(¢c)(2) of the Securities Exchange Act of 1934 which 
applies to brokers and dealers. 


Section 10 

Would amend the caption of section 208 of the act. In view of the proposed 
addition of new subsection (d) to this section, the Commission believes that the 
eaption “General Prohibitions” would be more descriptive of the content of the 
section than “Unlawful Representations.” 

Section 11. Addition of provisions relating to prohibited activities 

Present law.—None. 

Problem.—There is no provision in the act expressly prohibiting any person, 
indirectly or through any other person, from violating the act or any rule or 
regulation thereunder. Furthermore, in the absence of any express statutory pro- 
vision, there may exist some doubt as to the Commission's authority to obtain 
an injunction, or to impose administrative sanctions, against persons aiding or 
abetting violations of the act. 

Remedy in the bill—The proposed amendment would make it unlawful for a 
person to do indirectly what he cannot do directly, and would also make it un- 
lawful for any person to aid, abet or procure a violation by another person. It 
is also designed to make it clear that persons associated with an investment 
adviser may be liable in civil and administrative proceedings for violation of 
the prohibitions which by their terms apply only to investment advisers. This 
provision does not in any manner constitute a limitation with respect to the 
applicability in criminal proceedings of section 2, title 18, United States Code 
which deals with the criminal liabilities of aiders and abettors. 
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Section 12. Clarification of provisions relating to the enjoining of violations 
of the act 

Present law.—Section 209 (e) now provides that the Commission may bring an 
action to enjoin certain practices when it appears to the Commission that any 
“person has engaged or is about to engage” in such acts or practices. 

Problem.—The statute does not specifically provide that the Commission may 
bring an action for an injunction when it appears that any person is engaged 
in prohibited acts or practices. 

Remedy in the bill——The proposed amendment would modify the quoted clause 
to read “has engaged, is engaged or is about to engage.” 


Section 13. Clarification of Commission’s power to make public certain matters 
pertaining to investigations and inspections 


Present law.—Section 210(b) now provides, subject to certain exceptions, that 
the Commission shall not make public the fact that any investigation under the 
act is being conducted, or the results of such investigation, or any facts ascer- 
tained. 

Problem.—As this section now reads, it is not clear that the Commission could 
disclose to appropriate State officials facts ascertained in an investigation which 
tends to indicate a violation of State law. 

Remedy in the bill—The proposed amendment would make it clear that the 
information gathered in an inspection or investigation could be disclosed 
in certain circumstances, but only with the approval of the Commission itself. 
The amendment would also make it clear that the prohibitions against disclosure 
apply not only to the Commission, but also to members, officers, and employees 
as well. 





Section 14. Expansion of rulemaking powers 


Present law.—Section 211(a) contains a delegation of rulemaking power and 
authorizes promulgation by the Commission of “such rules and regulations and 
such orders as are necessary or appropriate to the exercise of the powers con- 
ferred upon the Commission elsewhere in this title.’ 

Problem.—This rulemaking power is not cast in as broad language as that 
contained in the other acts administered by the Commission. Section 19(a) 
of the Securities Act gives the Commission the right to adopt rules and regula- 
tions “necessary to carry out the provisions” of the act: section 23(a) of the 
Securities Exchange Act gives the Commission the right “to make such rules 
and regulations as may be necessary for the execution of the functions vested” 
in it by the act. The power of the Commission under the Investment Advisers 
Act should be as broad as it is under the other two acts if the Commission is 
to be able to carry out its powers and functions under this act. 

Remedy in the dill—The proposed amendment would specifically permit the 
Commission also to adopt rules and regulations necessary for the Commission 
to carry out its functions under the act. 

Section 15. Expansion of penalty provisions 

Present law.—Section 217 now provides penalties for willful violations of 
the act. 

Problem.—No provision is made for penalties for violations of rules, regula- 
tions, or orders promulgated by the Commission. 

Remedy in the bill.—The amendment would make the penalty provisions also 
applicable to willful violations of any rule, regulation, or order promulgated 
by the Commission under the authority of the statute. 

Section 16. Addition of provision concerning effect on State law 

Present law.—None. 

Problem.—No section of the act deals specifically with the effect of the pro- 
visions of the act on State laws. The Securities Act of 1983 and the Securities 
Exchange Act of 1934 now contain provisions making it clear that the jurisdic- 
tion of a State securities commissioner or similar officer is not affected by pro- 
visions of those acts, so long as there is no conflict with their provisions. 

Remedy in the bill—The amendment would add a new section which would 
provide that the jurisdiction of a State securities commissioner or similar 
officer would not be affected by provisions of the Investment Advisers Act so 
long as there was no conflict with its provisions. 
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STarF MEMORANDUM ON S. 1182, THE INVESTMENT ADVISERS ACT OF 1940 


The Investment Advisers Act of 1940 was passed as title II of the bill of 
which title I was the Investment Company Act. Of the securities acts ad- 
ministered by the SEC, it has the fewest substantive or regulatory provisions, 
It resembles a continuing census of the Nation’s investment advisers, modeled 
somewhat on the broker-dealer registration provisions of the Exchange Act, 

The emergence of investment advisers as an independent occupation or pro- 
fession did not occur until after the First World War. A Commission report, 
however, found suflicient evidence of abuse: 

“The bona fide investment counsel must be safeguarded against the stigma 
of the activities of fraudulent operators as well as the public. Virtually no 
limitations or restrictions exist with respect to the honesty and integrity of 
individuals who may solicit funds to be controlled. Contracts are little more 
than ‘heads I win, tails you lose’ arrangements. Contracts with investment 
advisers which are of a personal matter may be assigned and the control of 
funds of investors may be transferred to others without the knowledge or con- 
sent of the client.” 

The general objective of the Investment Advisers Act of 1940 is to protect the 
public and investors against malpractices by persons paid for advising others 
about the stock market. The act makes it unlawful for investment advisers 
registered under the act to engage in practices which constitute fraud or deceit. 
The act also requires registered investment advisers to disclose the nature of 
their interest in transactions which they may effect for their clients, prohibits 
profit-sharing arrangements and, for all practical purposes, prevents the assign- 
ment of any investment advisory contract without the consent of the interested 
client. 

AMENDMENTS TO THE INVESTMENT ADVISERS ACT OF 1940, S. 1182 


The amendments embodied in the bill are recommended by the SEC. Ad- 
ministration of the act has indicated to the Commission that it is inadequate in 
not affording the necessary protection to clients of investment advisers and other 
members of the investing public. Therefore, in many respects the amendments 
of S. 1182 are the most far reaching of any proposed to the five securities acts. 
However, the Investment Counsel Association of America, representing 50 in- 
vestment counsel firms out of 1.661 registered advisers, has strongly supported 
the bill without dissent. The American Bar Association has opposed one section. 

The more significant of these amendments would (1) provide new reasons 
for disqualification of an applicant for registration: (2) grant new power to 
postpone effectiveness and to deny withdrawal of registration applications (this 
latter is the provision opposed by the American Bar Association; (3) authorize 
the Commission by rule to require the keeping of books and records and the filing 
of reports: (4) permit periodic examinations of a registrant’s books and records; 
(5) empower the Commission by rule to define and prescribe means reasonably 
designed to prevent fraudulent practices: (6) prohibit fraud by those advisers 
exempt from registration; and (7) extend criminal liability to include a willful 
violation of a rule or order of the Commission. 


Sections 2 and 3. New statutory disqualification for registration of advisers 

Under existing section 203(d), registration can be denied, suspended, or re- 
voked because of (1) conviction within 10 years for a felony or misdemeanor 
involving the purchase or sale of a security, or arising out of activities as an 
investment adviser, underwriter, banker, or dealer, or as an affiliated person or 
employee of an investment company, bank, or insurance company: or (2) the 
existence of an injunction based upon similar conduct or activity: or (3) the 
willful filing of a false statement in an application for registration or a re 
quired report. 

In the opinion of the SEC, it should be able to keep out of the investment 
advisory business not only persons who would be barred under the standards 
now embodied in section 203(d), but also any person who has been convicted 
of embezzlement, fraudulent conversion, or misappropriation of funds or secu- 
rities; or who has violated the mail fraud statute; or who is subject to an in- 
junction based upon such improper activities. In addition, a willful violation 
of the Securities Act, the Securities Exchange Act, or the Investment Advisers 
Act should constitute a basis for denial, suspension, or revocation of the registra- 
tion of an investment adviser. 
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The addition of conviction of embezzlement and of mail fraud, etc., is similar 
to the amendment requested for the Securities Exchange Act of 1934, section 13 
of S. 1179. Disqualification for an injunction based upon those activities or 
for violation of the two Securities Acts will conform the Advisers Act to similar 
disqualification for broker-dealers under the 1934 act. The proposed amend- 
ment will effect these changes. 

Moreover, it seemed to one authority on the securities law inconsistent that 
the SEC could not deny application for a willful violation of the Advisers Act 
itself when, as pointed out, it could do so where a broker applied under the 
Exchange Act after a willful violation of that act. This becomes the more 
persuasive when it is realized that the Advisers Act gives the SEC power to 
suspend as well as revoke, unlike the act of 1934. (In that regard, see sec. 13 
of 8S. 1179.) (Louis Loss, Securities Regulation 794 (1955).) 

One case demonstrates the present weakness of the Investment Advisers 
Act in regard to the few existing statutory disqualifications. The applicant 
filed for registration both as broker-dealer and as investment adviser. Investi- 
gation revealed violations of the Securities Act and the Securities Exchange 
Act. A report of financial condition filed as a part of the broker-dealer applica- 
tion falsely set forth his financial condition. An order of denial could not 
be entered with respect to the application for adviser registration as well as 
that of broker-dealer, because there was no statutory bar to registration as an 
investment adviser. It thus became effective. When the applicant filed a peti- 
tion in bankruptcy, it appeared that customers and other broker-dealers would 
sustain substantial losses. It is an anomalous situation that permits the Com- 
mission to deny registration to a broker-dealer applicant based upon willful 
violations of the Securities Act and the Securities Exchange Act, but leaves 
it without authority to deny an application for registration as an investment 
adviser simultaneously filed by the same person. 

As to all of these grounds, the Advisers Act now says that the Commission 
“may” deny or revoke, whereas the Exchange Act says “shall.” The admend- 
ment substitutes “shall.” This difference is not too significant in view of the 
discretion in either even under the “public interest” standard. 

More significant is the absence of any reference in the Advisers Act to a 
controlled person of the applicant or registrant. That act refers only to “any 
partner, officer, director, person performing similar functions, or controlling 
person.” This means that an injunction or conviction of an employee cannot 
be used to revoke the registration of the employer as an investment adviser. 
The amendment cures the deficiency. 

The reference to section 207 omits any mention of causing an untrue 
statement to be made, and, in accord with the SEC’s practice, the amendment 
will prohibit it. Such violations “prior or subsequent to becoming” an adviser 
will also be added to conform to the act of 1934. 

Section 203(¢c) should in the opinion of the Commission be revised to require 
disclosure of information necessary to determine whether there exists a basis 
for denying registration under section 203(d), as proposed to be amended. 
The proposed amendment, section 2 of 8. 1182, would amend section 205(c) to 
require that such information be disclosed in the registration application. 


Section 4. Extension of power to postpone effectiveness of registration pending 
denial 


The postponement provision of the Advisers. Act differs somewhat from the 
Exchange Act of 1934, but the withdrawal and cancellation provisions are the 
same. 

Section 203(e) now provides that the effectiveness of an application for 
registration is not postponed by the commencement of a proceeding to determine 
whether an order of denial should be entered, unless the Commission finds 
that such postponement is in the public interest. There is an overall limit of 3 
months on any postponement order entered upon a finding of public interest. 

Under section 211(c) such order postponing effectiveness of registration can 
be entered only after notice and opportunity for hearing. (Under the 19% 
act, there is a summary power to suspend for 15 days.) This procedure has 
proved administratively unworkable because such an order generally has 
to be entered within 30 days after the application is filed or the application will 
become effective under section 203(c). It would ordinarily be a practical im- 
possibility within that limited period to give adequate notice of a hearing, 
conduct the hearing, review the record, and enter an order, all in compliance 
with the Administrative Procedure Act. Furthermore, if such an effort were 
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undertaken it would usually be necessary to duplicate the conduct of hearings 
and the taking of evidence on both the postponement question and the denia] 
question. 

Under the proposed amendment to section 203(e) the commencement of g 
proceeding to deny registration would postpone effectiveness of an application 
for registration for a period of 90 days, or until final determination in the denia] 
proceeding if that occurs sooner; and if the proceeding extends beyond 90 days 
the Commission could postpone effectiveness beyond the 90-day period only 
after a hearing on the question of further postponement. F 

The amendment is in conformity with the Administrative Procedure Act, 
the SEC points out. Written in 1946, the act provides many of the SEC proce. 
dures, such as reasonable notice and opportunity for hearing, proposed findings 
and recommended decision, exceptions and briefs, argument before the Com- 
mission and an opinion. These safeguards take time. 

A question may be raised as to administrative delay, though the Investment 
Counsel Association of America does not object. An adviser may wish to com- 
mence his business rapidly. As written, the amendment will give the agency 
a total of 120 days in which to delay the effectiveness of the registration without 
the necessity of a hearing or a finding of delay necessary in the public interest, 

The SEC argues that the time spent is time dedicated to due process for the 
benefit of the applicant. In practice, the applicant demands additional time to 
prepare himself adequately for argument. 

The report (H Rep. 2711) of the Special Subcommittee on Legislative Over- 
sight recommended that each Commission should be required to grant or deny 
any motion in 60 days. Extension to 120 days for a decision would be only after 
hearing and a showing of good cause (at p. 10). The Commission points out 
that this proposal refers only to a motion, whereas its procedure takes into ac- 
count time for an investigation as well as hearing and decision. 


Section 5. Creaiion of power to deny withdrawal of application for adviser 
registration 

The Securities Act of 1933 prescribes the procedure for filing registration state- 
ments covering securities, and the Exchange Act of 1934 and the Investment 
Advisers Act of 1940 govern applications for registration as a broker-dealer and 
an investment adviser, respectively. Registration becomes effective within 20 
and 30 days after filing, respectively. None of these acts contains provisions 
governing withdrawal of applications before they become effective. (However, 
once effective, sec. 203(g¢) of the Advisers Act conditions withdrawal upon terms 
which the SEC finds in the public interest or the protection of investors. ) 

To cover this gap section 5 would amend subsection (g) of section 2083. Where 
the SEC had begun a proceeding to deny registration, withdrawal of an appli- 
eation for an investment adviser’s license would require its consent. (The same 
power is also requested under the Exchange Act of 1934, sec. 18 of S. 1179.) 

Analogy to the Securities Act of 1933 is necessary to present the leading Su- 
preme Court case on withdrawal of applications. In Jones v. SEC (298 U.S. 1 
(1935) ), the Commission sought to stop the registration statement of securities be 
fore it became effective. When the petitioner was denied permission to withdraw 
his application the Supreme Court held that his right to do so was unqualified 
unless clear legal prejudice would result to the defendant, other than the threat 
of future litigation or a renewed application. (See pp. 19, 21.) Because there 
was no adversary proceeding nor a sale of unregistered stock, no harm could 
result to investors. The Court compared the retraction to the right to with- 
draw application for any ungranted license or privilege (to use the mails). 

Though the Court did not say so, it could have added that criminal penal- 
ties may be invoked for a misstatement willfully made in the application (sec. 
24 of the 1933 act: sec. 32(a) of the 1934 act: sec. 207 of the Advisers Act). 

Although registration of investment advisers is not the same as registration 
of stock, yet the rationale of Jones v. SEC is applicable as a matter of gen- 
eral administrative law. If SEC applied this principle it would mean that 
notwithstanding a proceeding to deny registration, an adviser would have an 
unqualified right to withdraw his application. The proposed amendment would 
require permission of SEC in that situation. 

As a matter of practice, however, SEC distinguishes the situation of adviser 
withdrawal of application from the Jones rationale. That case allowed with- 
drawal in the absence of clear legal prejudice—and SEC finds that adviser 
withdrawal offers harm to investors. That is, it finds the denial proceeding 
should continue in order to discover whether the applicant has willfully vio- 
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lated the act of 1933. If this fact is found, it would be a reason for denying 
a later grant of the license (see proposed sec. 3 of 8S. 1182). And a person who 
was a “cause” of a broker’s expulsion or revocation from an association or an 
exchange may not be hired by a registered broker-dealer (sec. 15A(b)(4)). If 
he way withdraw, he may be hired by an association, thus being in a position 
to harm tbe public. 

To summarize, then, an adviser is not like an offering of stock—the latter 
may be withdrawn forever or rewritten, but the former has committed certain 
acts Which can never be expunged. These facts should be determined when he 
first presents his application. 

The philosophy of the SEC laws is not to pass on the merits of an applica- 
tion, but merely to disclose the facts. SEC should be allowed to investigate those 
facts, then; it adds that witnesses and evidence may have disappeared if a new 
application is made later. The right to withdraw it freely means wasted ad- 
ministrative effort when a new application may only be changed in minor re- 
spects, ad infinitum. Later courts have emphasized such protection of investors 
and have distinguished Jones in every possible way to accentuate possible harm. 
See particularly Columbia General Investment Corp. v. SEC (C.A. 5, Apr. 6, 
1959, 6-11). 

The SEC also argues that criminal penalties are extraordinary remedies re- 
quiring resort to the courts. It points out that under State blue sky laws many 
eases have upheld denial of application withdrawal while proceedings were 
pending. 

Industry counters by saying that it is the very use of publicity by the agency 
which is arbitrary, because the application is withdrawn, thus preventing harm 
to investors. And the rule of equity stated in the Jones case eliminates con- 
sideration of fear of successive applications (repeated litigation) as a detri- 
ment to the defendant (at pp. 19, 21). 

As illustrated, industry objection is strong to the amendment. The adminis- 
trative law section of the American Bar Association, also in opposition, has 
suggested a compromise. Its proposed legislation would recognize authority 
in SEC, in appropriate cases, to restrain withdrawal after proceeding to deny 
las begun. However, SEC would be required to set forth promptly in findings 
its reasons for considering that the interests of investors or the public 
would be prejudiced by withdrawal. The requirement that SEC state its posi- 
tion would provide protection against arbitrary action and afford the regis- 
trant a basis for determing whether to seek court review. 

Procedural defects make this suggestion unworkable, SEC answers. If after 
setting forth its reasons for refusing withdrawal, the registrant appealed to 
a court, there would be no final order of denial for the court to review— 
merely a decision that it intended to start Genial proceedings. The Adminis- 
trative Procedure Act requires a final agency order before appropriate court 
review may be invoked (see. 6(d)). 

Moreover, the present practice of SEC, an announcement of a refusal to permit 
withdrawal reciting the general reasons for believing prejudice to the public 
will result, should have the same effect. 


Section 6. Addition of power to compel keeping of books; expansion of power 
to inspect 

The present act does not authorize the Commission to require an investment 
adviser to keep any books and records nor does it authorize the Commission to 
examine such books and records as he may have kept, unless there is evidence 
of a violation sufficient to invoke the SEC’s power to investigate under section 
209. 

Section 6 of the bill would authorize the Commission to require investment 
advisers to keep such books and records as the Commission may prescribe by 
rule and would provide that these books and records are subject to reasonable 
inspection by the SEC. Only registered advisers would be included, and certain 
advisers exempt from registration under 2083(b) are excluded. This power is 
modeled after that presently found in section 17(a) of the Exchange Act of 
1934 treating brokers and dealers. In the oninion of the SEC. this power has 
been indispensable in enforcing the requirements of financial responsibility, 
ete.. of such persons. 

The importance of records and inspections is illustrated by one situation. A 
registered adviser interviewed by the staff stated that he did not have custody of 
customers’ securities or funds, did not execute orders, and with the exception of 
a checkbook, kept no books or records. Following complaints, an investigation 
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revealed that he held some $600,000 of clients’ securities. Without adequate rec. 
ords the SEC never appraised his financial condition; and it appears that some 
$1,700,000 in cash and securities may have been left with him by clients who per- 
haps sustained a loss of as much as $600,000. 

The nature of the business of an investment adviser differs from that of a 
broker on account of the personal details of a client’s life which the adviser 
keeps on file to assist management of a portfolio. The industry has always 
feared that an investigation or examination might leave it prey to gossip- 
mongering. 

Therefore, when the act was written in 1934, section 210(c) was written to 
prevent the Commission from requiring investment advisers who supervise indi- 
vidual accounts of clients to disclose the affairs of such clients except insofar 
as this may be determined to be necessary in an investigation or proceeding, as 
distinct from an inspection. Under the proposed section 6 of S. 1182, if the in- 
spection which will now be possible of the adviser’s records should indicate pos- 
sible fraudulent or other improper practices with respect to the affairs of any 
client, the Commission could order a formal investigation to obtain information 
concerning the adviser’s handling of clients’ accounts. 

A further safeguard of these relationships is provided in section 210(b) as 
proposed to be amended by section 13 of the bill which will make it unlawful for 
the Commission to make public information obtained in an examination or in- 
vestigation except in the case of public hearings or upon request of either House 
of Congress. The exceptions only previously applied to the investigation. That 
change was made at the behest of the industry which hopes it will place the ex- 
aminers under a duty of nondisclosure similar to that of a bank examiner. 


Section 13. Power to make public certain matters after investigation and 
inspection 

Section 210(b) now provides, subject to certain exceptions, that the Com- 
mission shall not make public the fact that any investigation under the act is 
being conducted, or the results of such investigation, or any facts ascertained. 

As this section now reads, it is not clear that the Commission could disclose 
to appropriate State officials facts ascertained in an investigation which tend 
to indicate a violation of State law. 

The proposed amendment would make it clear that the information gathered 
in an inspection or investigation could be disclosed in certain circumstances, but 
only with the approval of the Commission itself. The amendment would alse 
make it clear that the prohibitions against disclosure apply not only to the 
Commission, but also to members, officers, and employees as well. 

See also section 6 of S. 1182. 

Section 9. Creation of rulemaking power over antifraud provisions 

The substantive prohibitions of the Investment Advisers Act are very limited. 
They are in essence contained in section 205 and 206, which outlaw certain types 
of unfair investment advisory contracts, and prohibit an investment adviser 
from perpetrating fraud or from selling securities directly to clients without 
disclosing the capacity in which he is acting and obtaining the client’s consent. 

secause of the general language of the statutory antifraud provision and the 
absence of any express rulemaking power in connection with them, the SEC has 
always had doubt as to the scope of the fraudulent and deceptive activities that 
are prohibited and as to how far it is limited in this area by common law concepts 
of fraud and deceit. These include proof of a (1) false representation of: (2) 
a material: (3) fact: (4) the defendant must make it to induce reliance: (5) 
the plaintiff must rely on the false representation; (6) and suffer damage as a 
consequence. 

In order to overcome this difficulty, section 9 of the bill would amend section 
206 to add a prohibition against engaging in conduct which is fraudulent, de- 
ceptive or manipulative and to authorize the Commission by rules and regula- 
tions to define, and prescribe means reasonably designed to prevent, such acts 
and practices are as fraudulent, deceptive, or manipulative. This is almost the 
identical wording of section 15(c) (2) of the Securities Exchange Act in regard 
to brokers and dealers. 

In the SEC’s estimation, such a provision would enable it to deal adequately 
with such problems as a material adverse interest in securities which the ad- 
viser is recommending to his clients. 

It may be pointed out that the language of section 206, making it unlawful 
to employ any device to defraud a client, or to engage in any transaction which 
operates as a deceit upon a client, are modeled on clauses (1) and (3) of sec- 
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tion 17(a) of the Securities Act of 1933. Under that section the common law 
deceit concepts no longer acted as a bar to the defrauded buyer, for it was 
designed to avoid them. (See Loss, Securities Regulation (1954, pp. 812-821).) 
Moreover, a defendant who is believed to be about to violate the act may be 
enjoined. Therefore, a question arises as to the SEC’s claim that it has been 
limited by these concepts under section 206. 

Moreover, there is no rulemaking power provided under section 17(a), and 
the provision has been used effectively to counteract fraud. A question then 
arises as to the Commission’s need for rulemaking power to define fraudulent 
eoncepts under the Advisers Act, or if needed, whether general standards of the 
prohibited activities cannot be delineated. Cited as a model for the language of 
the proposed section is section 15(c)(2) of the Exchange Act of 1934, which 
also grants rulemaking power. Only two rules have been effected under 
that power. 

Under 15(¢c) (1), a similar rulemaking power over manipulative practices, 
nine detailed rules have been promulgated with respect to brokers and dealers. 
The SEC has not, despite 19 years of experience with investment advisers, at- 
tempted to define specific standards of fraud in the proposed legislation, if only 
patterned after concepts of the nine rules applicable to brokers and dealers. 

It should be understood that the Investment Counsel Association of America 
does not object to this general grant, fearing that any attempt to write specific 
standards will risk inflexibility. 


Section 8. Extension of antifraud provisions to unregistered advisers 

Section 203(b) of the act exempts from registration certain investment ad- 
visers, primarily those whose business is wholly intrastate or whose only clients 
are investment companies and insurance companies, or those who have fewer 
than 15 clients and do not hold themselves out generally to the public as invest- 
ment advisers. While it is reasonable to the SEC to exempt this group from 
registration, the reasons for exemption from registration do. not, in the view 
of SEC, support a corresponding exemption from the prohibitions against fraud. 

Moreover, under the present wording of the statute, an investment adviser 
not exempt from registration may escape liability for fraud simply by neglect- 
ing to register, so that the Commission can only proceed against him for having 
failed to register. 

Section 8 of the bill would make the fraud provisions applicable to all 
investment advisers, whether or not registered. This change follows the pattern 
now existing in the Securities Act and the Securities Exchange Act. In both 
of these statutes there are securities or persons who are exempted, for reasons 
of policy, from registration, and thus from the regulatory jurisdiction of the 
Commission, but the fraud provisions of the Securities Act and the Securities 
Exchange Act are nevertheless applicable to them (section 17, Securities Act of 
1938, 10(b) and 15, Exchange Act of 1934). 


Section 7. Prohibition against certain advisory contracts extended to unregis- 
tered advisers 

Section 205 of the act now prohibits registered investment advisers from 
entering into, extending, renewing, or performing certain types of investment ad- 
visory contracts. These include profit-sharing or unilateral assignment of the 
contract. 

Section 205 is not specifically applicable to investment advisers subject to regis- 
tration who have not registered; the only sanction is for failure to register. 

The amendment makes section 205 applicable to investment advisers subject 
to registration, whether or not they have registered, unless exempt from 
203(b). 

In 1945 the SEC recommended that the section also be amended to require 
that the advisory contracts of registered advisers be in writing (H.R. 3691, 
79th Cong., Ist sess. (1945)). This recommendation is not renewed in S. 1182. 


Section 11. Addition of prohibition against aiders and abettors 


Section 11 of S. 1182 would add a new section to the Investment Advisers Act 
making it unlawful for persons to do indirectly, acts which they are forbidden 
to do directly. In addition, the section makes it unlawful for any person to 
aid, abet, or induce another person to violate the act. A similar provision, section 
11 of S. 1178, would add the same liability to the Securities Act of 1933. The 
aider and abettor addition is also requested in section 22 of S. 1179 for the 


—— 


Exchange Act of 1934, which already has the “direct-indirect” prohibition. 
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The new section does not limit the application of the criminal aiding and 
abetting statute of the United States Judicial Code. Rather the amendment 
borrows the concept of aiding and abetting from the criminal law and seeks to 
insure that persons will be liable in civil administrative actions by the SEC, as 
well asin criminal actions. 

It may be inquired if this provision should be limited under sections of the 
Advisers Act which treat the problem in part. As an instance, the power could 
be inserted in section 209(e), allowing the agency to seek an injunction against 
a person aiding and abetting a violator. 

But the SEC insists that placing it under the injunction section, for example, 
would be unnecessarily restrictive. This power is sought in order to penalize 
abettors of all violations. 

In addition, is it possible that private litigants, not only the SEC, may 
find in this section a vehicle by which to sue aiders and abettors? For the statute 
does not say who can sue—it merely says: “It shall be unlawful” (to aid or 
abet). The courts have extended from the SEC to private plaintiffs a right of 
suit under a comparably general antifraud provision of the 1934 Securities 
Exchange Act (sec. 10(b)). 

1 suggestion agreeable to SEC.—Make it clear that no civil liability to private 
individuals is intended. The Investment Counsel Association of America does 
not object to this amendment. 

Section 15, Penalty for willful violation of rules 

Section 217 now provides penalties for willful violations of the act, but no 
provision is made for penalties for violations of rules, regulations, or 
promulgated by the Commission, 

Section 15 of S. 1182 would make the penalty provisions also applicable to 
willful violations of any rule, regulation, or order promulgated by the Com- 
mission under the authority of the statute. Such an amendment would conform 
the Advisers Act to the other SEC statutes. 

If the amendment is passed, section 211(d) of the act will still be applicable, 
providing that there will be no liability for a good faith failure to act in con- 
formity with an SEC rule. 

Section 16. Effect on State law 

No section of the act deals specificaliy with the effect of the provisions of the 
act on State laws. The Securities Act of 1933 and the Securities Exchange Act 
of 1934 now contain provisions making it clear that the jurisdiction of a State 
securities commissioner or similar officers is not affected by provisions of those 
acts, so long as there is no conflict with their provisions. There were very few 
State statutes over investment advisers in 1940. 

The amendment would add a new section which would provide that the juris- 
diction of a State securities commissioner or similar officer would not be 
affected by provisions of the Investment Advisers Act so Jong as there was no 
conflict with its provisions. The middle road of concurrent jurisdiction wonld 
thus be reemphasized in the area of investment advisers, rather than an exelu- 
Sive jurisdiction as in the ICC. 


orders 


(The following was ordered inserted in the appendix. See p. 246 
for reference.) 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C., August 4, 1959, 
Hon. Harrison A. WILLIAMS, Jr., 
Chairman, Subcommittee on Securities, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear SENATOR WILLIAMS: In my statement before the Subcommittee on Se- 
curities on June 25, 1959, I stated that, pursuant to a suggestion made earlier 
in the hearings, conferences had been begun between staff members of this Com- 
mission and of the Interstate Commerce Commission for the purpose of drafting 
a modification of our proposed amendment to section 3(c) (9) of the Investment 
Company Act to delineate, in the statute itself, the areas of jurisdiction of this 
Commission and of the Interstate Commerce Commission. These conferences 
have been completed, having resulted in a satisfactory solution to the problem, 
which is reflected in the enclosed proposed modification of section 7 of S. 1181 
and proposed new section 6(f) of the Investment Company Act. I understand 
that the Interstate Commerce Commission has informed you of its endorsement 
of the amended proposal. 
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The proposed substitute language has been circulated among industry repre- 
sentatives who testified at the hearings on this matter. We have been advised 
by counsel for Atlantic Coast Line Co., New York Central Railroad Co., and the 
Association of American Railroads that they do not have any objection to the 
present proposal. 

Mr. David Wallace, vice preseident of Alleghany Corp., has expressed fears 
that there will be a retroactive application of the Investment Company Act 
which will invalidate some of the outstanding securities of Alleghany. In our 
view, there is no statutory bar to the conversion into common stock of Alle- 
ghany’s outstanding convertible preferred stock or the exercise of its outstanud- 
jing warrants for common stock in accordance with the terms of these securities. 
These securities were issued when Alleghany was not registered under the Act 
and there is no question of evasion involved. Both the convertible preferred 
stock and the warrants were approved by the Interstate Commerce Commission, 
as was the common stock on which those securities have a call. If Alleghany 
becomes a registered investment company and has any doubts in this regard, we 
shall, pursuant to the specific authority granted under section 23(b) of the act, 
so declare upon application of Alleghany. 

I am also enclosing one copy of each of a memorandum discussing the opera- 
tion of these modified provisions and a general memorandum directed to the 
whole section 3(c)(9) matter. These memoranda were inserted in the record 
of the hearing today before the Subcommittee on Commerce and Finance, House 
of Representatives, on the Commission's legislative program. 

Sincerely yours, 
EDWARD N. Gapssy, Chairman. 


PROPOSED MOpIFICATIONS RELATING TO AMENDMENT OF SECTION 3(C) (9) OF 
INVESTMENT CoMPANY Act oF 1940 


1. Section 7 of S. 1181 would be modified to read as follows: 

“(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act: Frovided, That this exception shall not apply to a company 
which the Commission finds and by order declares to be primarily engaged, di- 
rectly or indirectly, in the business of investing, reinvesting, owning, holding, or 
trading in securities; or (B) whose entire outstanding stock is owned or con- 
trolled by a company excepted under clause (A) hereof: Provided, That the 
assets of the controlled company consist substantially of securities issued by 
companies which are subject to regulation under the Interstate Commerce Act; 
or (C) which is subject to regulation under the Interstate Commerce Act and 
substantially all of whose investment securities are issued by controlled com- 
panies subject to regulation under the Interstate Commerce Act.” 

2. The following new section would be added to the Investment Company Act: 

Section 6(f). The following transactions shall be exempt from the provi- 
sions of this title: 

(1) Any transaction of a registered investment company which is also a 
earrier as defined in section 5(13) of the Interstate Commerce Act, or which, 
pursuant to section 5(3) of that act, has been ordered to be considered a carrier 
and subject to any of the provisions therein specified, involving (i) the acquisi- 
tion of control of a carrier or carriers or (ii) the issuance of securities or as- 
sumption of any obligation or liability for purposes of financing the acquisition 
of control of a carrier or carriers or financing of a carrier business or a business 
incidental thereto, provided such transaction is subject to approval by the Inter- 
state Commerce Commission. 

(2) Any transaction between a registered investment company of the charac- 
ter described in subparagraph (1) of this subsection and an affiliated person or 
persons of such a registered investment company or an affiliated person or per- 
sons of such a person, or between any of such persons, provided the transaction 
is connected with the operation of the carrier business, or a business incidental 
thereto, in which any party to the transaction is engaged. 

(3) Any transaction between an affiliated person of a registered investment 
company of the character described in subparagraph (1) of this subsection, which 
affiliated person is primarily engaged in the business of a carrier, and any 
controlled companies of such affiliated person, and any transaction between such 
controlled companies. 
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MEMORANDUM OF SECURITIES AND EXCHANGE COMMISSION ON PROPOSED Mopr- 
FICATIONS OF AMENDMENT TO SECTION 3(C)(9) OF THE INVESTMENT Com- 
PANY AcT oF 1940 
Section 7 of the bill, as originally introduced, would amend section 3(c) (9) 

of the Investment Company Act which now excludes from regulation as an in- 
vestment company, companies subject to regulation under the Interstate Com- 
merce Act. Under the amendment, the exception would be removed if such com- 
panies (designated herein as investment-carrier-holding companies) are found 
and determined by the Commission to be primarily engaged in the investment 
company business. 

Two modifications are proposed. First, section 7 of the bill would be revised 
to add a new clause (C) to section 3(c) (9). This amendment would otherwise 
remain unchanged. Second, a new provision would be added to the bill which 
would add a new section 6(f) to the statute. 

The new clause (C) will except from the Investment Company Act any com- 
pany which is subject to regulation under the Interstate Commerce Act if sub- 
stantially all of the securities which the company holds are issued by carriers 
which it controls. This new clause (C) will allay any fears such as expressed 
by Atlantic Coast Line Co., in its testimony on July 9, 1959, on H.R. 2481 in 
hearings before the Subcommittee on Commerce and Finance of the Committee 
on Interstate and Foreign Commerce. 

New section 6(f) is designed to implement the provisions of the amendment to 
section 3(c) (9). Thereason for handling the new exemptive provisions in a new 
subsection is that schematically, section 6 contains exemptions for persons other- 
wise subject to the act. Section 8(c) contains various exceptions, as distin- 
guished from exemptions, from the definition of an investment company. 

When the Commission has made the requisite findings under sections 3(c) (9) 
that an investment-carrier-holding company is an investment company, section 
6(f), as a substantive matter, would then exempt various transactions of the 
company and its affiliated persons from the Investment Company Act. Thus 
section 6(f)(1) exempts the acquisition of control by the investment company 
of one or more carriers and the investment company’s issuance of securities for 
this purpose. It thereby preserves the exclusive and plenary jurisdiction of 
the Interstate Commerce Commission over such matters. Similarly, it exempts 
the investment company’s issuance of securities for the purpose of financing the 
earrier business or business incidental to that of a carrier, in which the invest- 
ment company or any of its affiliated persons may be engaged. If the issuance of 
securities is not for these purposes, such issuance would have to meet the stand- 
ards imposed by the Investment Company Act as well as the Interstate Com- 
merce Act. 

The Commission has stated that if the proposed amendment to section 3(¢) (9) 
were to be adopted it would adopt exemptive rules excluding from its regulation 
the essentially carrier operations of affiliated persons of the investment com- 
pany, and affiliated persons of such persons. Section 6(f)(2) obviates the ne- 
cessity for such a rule, since it would exempt transactions between the regis- 
tered investment company, its affiliated persons, or affiliated pesons of such 
affiliated persons, or between any of them, when the transaction is connected 
with the carrier operations of a party to the transaction. Section 6(f) (3), 
moreover. would exempt all transactions between a controlled carrier and com- 
panies which it in turn controls, or between any of them. While such a broad 
exemption goes further than that available to affiliated persons of other invest- 
ment companies and may exempt some transactions not directly connected with 
earrier or incidental operations, it would appear that the ramifications of affil- 
iations in an operating carrier system and the multiplicity of their transac- 
tions, would make it administratively undesirable to attempt to regulate these 
routine transactions. 

The appendix attached hereto illustrates the operations of section 6(f). We 
show therein, by separate charts, the type of transactions subject to ICC regu- 
lation only, those subject to SEC regulations only, and those subject to regu- 
lation by both agencies. New section 6(f) we believe makes clear that the type 
of transactions referred to by James B. Gray, general counsel of the New York 
Central Railroad Co., in his testimony during the hearings are either not reached 


by the statute itself as presently written, or will not be reached if these amend- 
ments are adopted. 
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APPENDIX 


In order to illustrate the operations of proposed section 6(f) of the Investment 
Company Act, hypothetical transactions between various types of persons will 
be tested under the provisions of section 6(f) and the applicable regulation in the 
Securities and Exchange Commission and the Interstate Commerce Commission 
will be indicated. The individual charts which follow group the hypothetical 
transactions in terms of the agency which will have jurisdiction. The transac- 
tions themselves are identified by number, and the description follows after the 
charts. 

It should be noted that the Investment Company Act, for the purpose here 
under consideration, imposes no limitations on the kinds of property or securities 
which may be acquired by an investment company or its controlled companies. 
The act imposes limitations on the kind and amount of senior securities which 
may be issued by an investment company in connection with any transaction, 
but contains no restriction on the type of securities which may be issued by a 
controlled company or other affiliate. The act also imposes limitations upon 
affiliated persons of the investment company and affiliated persons of such per- 
sons, buying from, or selling securities or property to the investment company 
or its controlled companies. It should be noted that the restrictions of the act 
in this regard do not reach transactions between affiliated persons unless one of 
them is controlled by the investment company. 

I. Transactions between holding company and— 

(a) Nonaffiliates: 

Transaction 1. Investment company buys from John Smith controlling in- 
terest in X railroad (ICC-5(2) ; SEC, inapplicable). 

Transaction’2. Same as No. 1 but investment company issues its notes in 
payment (ICC-5(2), 20a; SEC, exempt, 6(f) (1) ). 

Transaction 3. Investment company buys from John Smith controlling 
interest in woolen mill (ICC, inapplicable; SEC, inapplicable). 

Transaction 4. Same as No. 3 but investment company issues its 5-year 
notes in payment (ICC-20a; SEC, 18(a)). 

(db) Affiliate: 

Transaction 5. Investment company buys from director, or carrier 1, con- 
trolling interest in X railroad (ICC-—5(2); SEC, exempt, 6(f)(1)). 

Transaction 6. Same as No. 5 but investment company issues its 5-year 
notes in payment (ICC—5(2), 20a: SEC, exempt, 6(f)(1)). 

Transaction 7. Investment company buys from carrier 1 or director (or 
directors partner) stock of steel company (ICC, inapplicable; SEC, 17(a) ). 

Transaction 8. Same as No. 7 but investment company issues its 5-year 
notes plus long-term warrants in payment (ICC-—20a; SEC, 17(a), 18(a), 
and (d)). 

Transaction 9. Carrier No. 2 borrows money on long-term note from in- 
vestment company to purchase interest in bridge company from carrier No. 
1 (I1CC-20a : SEC, exempt, 6(f) (2) ). 

Transaction 10. Same as No. 9 except purchasing interest in oil company 
(TCC-20a : SEC, 17(a), 18(a) ). 

II. Transactions between a controlled affiliate of investment company and— 

(a) Non affiliates (SEC, inapplicable). 

(b) Affiliates (other than investment company parent which are covered in 
transactions 7, 8, 9, 10): 

Transaction 11. Carrier No. 1 buys control block of stock in carrier No. 
2 from director and issues long-term notes in payment (ICC-5(2), 20a; 

SEC, exempt, 6(f) (2)). 

Transaction 12. Same as transaction 11 except stock is that of directors’ 
milling company (ICC—20a: SEC—17(a)). 

Transaction 13. Carrier No. 3 borrows on long-term note from oil company 
(ICC-20a; SEC, exempt, 6(f) (2) ). 

Transaction 14. Water company borrows on note from oil company (ICC, 
inapplicable ; SEC-17(a) ). 

Transaction 15. Carrier 1 and carrier 2 enters into joint lease, and op- 
erating and profit sharing agreement with respect to Bridge Co. (ICC, sec. 
5(2) : SEC, exempt, sec. 6(f) (2)). 

Transaction 16. Same as transaction 15 except lease and agreement is 
with respect to water company (ICC, inapplicable; SEC, sec. 17(d), rule 
17d (1) ). 

Transaction 17. Carrier 1 issues its long-term notes to oil company in 
payment for shares of water company (ICC, sec. 20a; SEC, exempt, 
6(f) (3)). 
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INTERSTATE COMMERCE COMMISSION, 
Washington D.C., July 31, 1959. 
Hon. HARRISON A. WILLIAMS, Jr., 
Chairman, Subcommittee on Securities, 
Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR WILLIAMS: At the hearing before your subcommittee on June 
24, 1959, you requested that further exploratory conferences be held between 
members of our staff and the staff of the SEC, concerning S. 1181, a bill to 
amend certain provisions of the Investment Company Act of 1940, as amended, 
and that a report of the results of the conferences be made to the subcommittee. 

Those conferences have been held and the problem has been further considered 
by this Commission. Our position may be summarized generally as follows: 

1. It is not necessary that this Commission continue to have exclusive and 
plenary jurisdiction over the issuance of securities by a company primarily en- 
gaged in the business of investing, reinvesting, owning, holding or trading in 
securities, which also may be subject to its regulation, and this Commission 
agrees that the SEC should have concurrent jurisdiction in respect of the 
issuance of securities or assumption of obligation except where the issuance or 
assumption is for financing the acquisition of control of one or more carriers 
subject to the Interstate Commerce Act or financing the operations of any such 
carrier. 

2. Holding companies which are subject to regulation under the Interstate 
Commerce Act, substantially all of whose investment securities consist of 
securities issued by controlled companies subject to regulation under the Inter- 
state Commerce Act, should not be made subject to the provisions of the In- 
vestment Company Act. Such companies are of the type covered by section 
3(b) (2) of the Investment Company Act, and even in the absence of a specific 
provision such as that hereinafter recommended, upon application probably 
would be found exempt under section 3(b) (2). 

3. Dealings between carriers and their subsidiaries, or between such sub- 
siliaries should be exempted from regulation under the Investment Company 
Act, except in those cases where the carrier or its subsidiary is found by the 
SEC to be primarily engaged in the business of investing, reinvesting, owning, 
holding, or trading in securities. 

The following amendments to the bill, prepared as a result of the conferences 
between members of the staffs of the two Commissions, have been agreed to and 
are recommended by this Commission, and it is our understanding they have 
been approved also by the Securities and Exchange Commission: 

Amend section 7 of the bill to read as follows: 

“Sec. 7. Subsection (c)(9) of section 3 of the Investment Company Act of 
1940, as amended, is amended to read as follows: 

‘*(9) Any company (A) which is subject to regulation under the Interstate 
Commerce Act: Provided, That this exception shall not apply to a company 
which the Commission finds and by order declares to be primarily engaged, di- 
rectly or indirectly, in the business of investing, reinvesting, owning, holding or 
trading in securities; or (B) whose entire outstanding stock is owned or con- 
trolled by a company excepted under clause (A) hereof: Provided, That the 
assets of the controlled company consist substantially of securities issued by 
companies which are subject to regulation under the Interstate Commerce Act: 
or (C) which is subject to regulation under the Interstate Commerce Act and 
substantially all of whose investment securities are issued by controlled com- 
panies subject to regulation under the Interstate Commerce Act.’ ” 

Add a new section to the bill to amend section 6 of the Investment Com- 
pany Act by adding a subsection (f) thereto reading as follows: 

“Sec. 6. (£) The following transactions shall be exempt from the provisions 
of this title: 

“(1) Any transaction of a registered investment company which is also a 
carrier as defined in section 5(13) of the Interstate Commerce Act, or which, pur- 
suant to section 5(3) of that act, has been ordered to be considered a carrier 
and subject to any of the provisions therein specified, involving (i) the acquisi- 
tion of control of a carrier or carriers or (ii) the issuance of securities or as- 
sumption of any obligation or liability for purposes of financing the acquisition 
of control of a carrier or carriers or financing of a carrier business or a business 
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incidental thereto, provided such transaction is subject to approval by the Inter- 
state Commerce Commission. 

“(2) Any transaction between a registered investment company of the char- 
acter described in subparagraph (1) of this subsection and an affiliated person 
or persons of such a registered investment company or an affiliated person 
or persons of such person, or between any of such persons, provided the trans- 
action is connected with the operation of the carrier business, or a business in- 
cidental thereto, in which any party to the transaction is engaged. 

“(3) Any transaction between an affiliated person of a registered investment 
company of the character described in subparagraph (1) of this subsection, 
which affiliated person is primarily engaged in the business of a Carrier, and 
any controlled companies of such affiliated person, and any transaction between 
such controlled companies.” 

After the above-mentioned agreement was reached, a2 memorandum of counsel] 
for Alleghany Corp. was submitted to General Counsel Meeker of the Securities 
and Exchange Commission which, inter alia, expressed apprehension as to the 
effect of the proposed amendment upon existing conversion, option, warrant, 
or other contractual rights previously approved by this Commission. Members 
of the SEC staff have informally stated to members of our staff, that, in their 
opinion, such existing contractual rights would not be affected; and our agree. 
ment to the foregoing amendments was based on such understanding. We 
agree that existing contractual rights should not be affected, and suggest that 
the report of your committee make it clear that it is not intended to impair 
such rights. 

If any further information is desired in connection with this matter please 
let me know. 

Sincerely yours, 
KENNETH H. TvGGLeE, Chairman. 


New YORK CENTRAL SYSTEM, 
New York, N.Y., August 10, 1959. 
SUBCOMMITTEE ON SECURITIES OF THE 
COMMITTEE OF BANKING AND CURRENCY, 
U.S. Senate, Washington, D.C. 
(Attention: J. H. Yingling, Chief of Staff). 


GENTLEMEN: I have read the proposed modification of section 7 of S. 1181 
and the proposed new section 6(f) of the Investment Company Act submitted 
by Chairman Gadsby of the Securities and Exchange Commission to the sub- 
committee with his letter of August 4, 1959. 

This new proposal, if adopted, would provide exemptions from the act for 
the interaffiliate transactions about which I testified and, as stated by Chairman 
Gadsby, would eliminate the objections which the New York Central Railroad 
Co. has to section 7 of S. 1181. 

Yours very truly, 


JAMES B. Gray. 


ALLEGHANY CORP., 


New York, N.Y., August 7, 1959. 
Mr. J. H. YINGLING, 


Chief of Staff, U.S. Senate, 
Committee on Banking and Currency , 
Washington, D.C. 


Dear Mr. Yrneurne: This will acknowledge your letter of August 6, 1959. 
I have taken this matter up with counsel of Alleghany Corp., White & Case, 
and we feel that this new proposal of SEC presents serious problems to Alle 
ghany Corp. and its stockholders, upon which we request an opportunity to be 
heard at the convenience of the Subcommittee on Securities. 
Very truly yours, 


Davip W. WALLACE. 
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(The following was ordered inserted in the record. Reference 
will be found on p. 197.) 


PROVISIONS OF THE INTERSTATE COMMERCE ACT DEALING WITH SECURITIES 
INCLUDING NOTES OF AMENDMENTS SINCE ORIGINAL ENACTMENT 


The provisions of the Interstate Commerce Act dealing with seeu- 
rities are found in section 20a and 214, 49 U.S.C. 20a and 314. 
The former section was added by the Transportation Act of 1920 
(41 Stat. 494), and the latter by the Motor Carrier Act, 1935 (49 
Stat. 557.) The texts of these sections are shown below. Matter 
enclosed in black brackets was contained in the original enactments, 
and matter italicized has been added by amendments, as shown in 
the notes. 


Sec, 20a. (1) That as used in this section, the term “carrier” means a com- 
mon carrier by railroad (except a street, suburban, or interurban electric 
railway which is not operated as a part of a general steam railroad system of 
transportation) which is subject to this [ect] part, or any corporation organized 
for the purpose of engaging in transportation by railroad subject to this [act] 
part, or a sleeping-car company which is subject to this part. 

Note: An act of August 9, 1935 (49 Stat. 548) substituted the words 
“this part” for “this act.” An act of August 2, 1949 (63 Stat. 487) 
added “or a sleeping-car company which is subject to this part’ at the 
end of paragraph (1). 

(2) From and after one hundred and twenty days after this section takes 
effect it shall be unlawful for any carrier to issue any share of capital stock 
or any bond or other evidence of interest in or indebtedness of the carrier 
(hereinafter in this section collectively termed “securities’) or to assume any 
obligation or liability as lessor, lessee, guarantor, indorser, surety, or otherwise, 
in respect of the securities of any other person, natural or artificial, even though 
permitted by the authority creating the carrier corporation, unless and until, 
and then only to the extent that, upon application by the carrier, and after 
investigation by the Commission of the purposes and uses of the proposed 
issue and the proceeds thereof, or of the proposed assumption of obligation or 
liability in respect of the securities of any other person, natural or artificial, 
the Commission by order authorizes such issue or assumption. The Commission 
shall make such order only if it finds that such issue or assumption: (a) is 
for some lawful object within its corporate purposes, and compatible with the 
public interest, which is necessary or appropriate for or consistent with the 
proper performance by the carrier of service to the public as a common carrier, 
and which will not impair its ability to perform that service, and (b) is reason- 
ably necessary and appropriate for such purpose. 

(3) The Commission shall have power by its order to grant or deny the appli- 
cation as made, or to grant it in part and deny it in part, or to grant it with 
such modifications and upon such terms and conditions as the Commission may 
deem necessary or appropriate in the premises, and may from time to time, for 
good cause shown, make such supplemental orders in the premises as it may 
deem necessary or appropriate, and may by any such supplemental order modify 
the provisions of any previous order as to the particular purposes, uses, and 
extent to which, or the conditions under which, any securities so theretofore 
authorized or the proceeds thereof may be applied, subject always to the require- 
ments of the foregoing paragraph (2). 

(4) Every application for authority shall be made in such form and contain 
such matters as the Commission may prescribe. Every such application, as also 
every certificate of notification hereinafter provided for, shall be made under 
oath, signed and filed on behalf of the carrier by its president, a vice president, 
auditor, comptroller, or other executive officer having knowledge of the matters 
therein set forth and duly designated for that purpose by the carrier. 

(5) Whenever any securities set forth and described in any application for 
authority or certificate of notification as pledge or held unencumbered in the 
treasury of the carrier shall, subsequent to the filing of such application or 
certificate, be sold, pledged, repledged, or otherwise disposed of by the carrier, 
such carrier shall, within ten days after such sale, pledge, repledge, or other 
disposition, file with the Commission a certificate of notification to that effect, 
setting forth therein all such facts as may be required by the Commission. 
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(6) Upon receipt of any such application for authority the Commission shalt? 
-ause notice thereof to be given to and a copy filed with the governor of each 
State in which the applicant carrier operates. The railroad commissions, public 
service or utilities commission, or other appropriate State authorities of the 
State shall have the right to make before the Commission such representations 
as they may deem just and proper for preserving and conserving the rights 
and interests of their people and the States, respectively, involved in such pro- 
ceeding. The Commission may hold hearings, if it sees fit, to enable it to deter- 
mine its decision upon the application for authority. 

(7) The jurisdiction conferred upon the Commission by this section shall be 
exclusive and plenary, and a carrier may issue securities and assume obligations 
or liabilities in accordance with the provisions of this section without securing 
approval other than as specified herein. 

(8) Nothing herein shall be construed to imply any guaranty or obligation 
as to such securties on the part of the United States. 

(9) The foregoing provisions of this section shall not apply to notes to be 
issued by the carrier maturing not more than two years after the date thereof 
and aggregating (together with all other than outstanding notes of a maturity 
of two years or less) not more than 5 per centum of the par value of the securi- 
ties of the carrier than outstanding. In the case of securities having no par 
value, the par value for the purposes of this paragraph shall be the fair market 
value as of the date of issue. Within ten days after the making of such notes 
the carrier issuing the same shall file with the Commission a certificate of 
notification, in such form as may from time to time be determined and pre- 
scribed by the Commission, setting forth as nearly as may be the same matters 
as those required in respect of applications for authority to issue other securi- 
ties: Provided, That in any subsequent funding of such notes the provisions 
of this section respecting other securities shall apply. 

(10) The Commission shall require periodical or special reports from each 
earrier hereafter issuing any securities, including such notes, which shall show, 
in such detail as the Commission may require, the disposition made of such 
securities and the application of the proceeds thereof. 

(11) Any security issued or any obligation or liability assumed by a carrier, 
for which under the provisions of this section the authorization of the Com- 
mission is required, shall be void, if issued or assumed without such author- 
ization therefor having first been obtained, or if issued or assumed contrary to 
any term or condition of such order of authorization as modified by any order 
supplemental thereto entered prior to such issuance or assumption: but no 
security issued or obligation or liability assumed in accordance with all the 
terms and conditions of such an order of authorization therefor as modified by 
any order supplemental thereto entered prior to such issuance or assumption, 
shall be rendered void because of failure to comply with any provision of this 
section relating to procedure and other matters preceding the entry of such 
order of authorization. If any security so made void or any security in respect 
to which the assumption of obligation or liability is so made void, is acquired by 
any person for value and in good faith and without notice that the issue or 
assumption is void, such person may in a suit or action in any court of compe 
tent jurisdiction hold jointly and severally liable for the full amount of the 
damage sustained by him in respect thereof, the carrier which issued the 
security so made void, or assumed the obligation or liability so made void, and 
its directors, officers, attorneys, and other agents, who participated in any way 
in the authorizing, issuing, hypothecating, or selling of the security so made 
void or in the authorizing of the assumption of the obligation or liability so 
made void. In case any security so made void was directly acquired from the 
earrier issuing it the holder may at his option rescind the transaction and upon 
the surrender of the security recover the consideration given therefor. Any 
director, officer, attorney or agent of the carrier who knowingly assents to or 
concurs in any issue of securities or assumptions of obligation or liability for- 
bidden by this section, or any sale or other disposition of securities contrary to 
the provisions of the Commission’s order or orders in the premises, or any 
application not authorized by the Commission of the funds derived by the 
sarrier through such sale or other dispositoin of such securities, shall be guilty 
of a misdemeanor and upon conviction shall be punished by a fine of not less 
than $1,000 nor more than $10,000, or by imprisonment for not less than one 
year nor more than three years, or by both such fine and imprisonment, in the 
discretion of the court. 
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(12) After December 31, 1921, it shall be unlawful for any person to hold 
the position of officer or director of more than one carrier, unless such holding 
shall have been authorized by order of the Commission, upon due showing, in 
form and manner prescribed by the Commission, that neither public nor private 
interests will be adversely affected thereby. After this section takes effect it 
shall be unlawful for any officer or director of any carrier to receive for his own 
benefit, directly or indirectly, any money or thing of value in respect of the 
negotiation, hypothecation, or sale of any securities issued or to be issued by 
such carrier, or to share in any of the proceeds thereof, or to participate in the 
making or paying of any dividends of an operating carrier from any funds 
properly included in capital account. Any violation of these provisions shall be 
a misdemeanor, and on conviction in any United States court having jurisdic- 
tion Shall be punished by a fine of not less than $1,000 nor more than $10,000, 
or by imprisonment for not less than one year nor more than three years, or by 
both such fine and imprisonment, in the discretion of the court. 

* * * of * » + 

Sec. 214. Common or contract carriers by motor vehicle corporations or- 
ganized for the purpose of engaging in transportation as such carriers, and cor- 
porations authorized by order [entered under section 213(a)(1)] of the Com- 
mission to acquire control of any such carrier, or of two or more such carriers, 
shall be subject to the provisions of paragraphs 2 to 11, inclusive, or section 20a 
of part I of this Act (including penalties applicable in cases of violations 
thereof) : Provided, however, That said provisions shall not apply to such car- 
riers or corporations where the [par value of the securities to be issued, to 
gether with the par value of the securities then outstanding] value of capital 
stock or principal amount of other securities to be issued, together with the 
value of capital stock and principal amount of other securities then outstand- 
ing, does not exceed [$500,000] $1,000,000, nor to the issuance of notes of a 
maturity of two years or less and aggregating not more than $2,000,000, which 
notes aggregating such amount including all outstanding obligations maturing 
in two years or less may be issued without reference to the percentage which 
said amounts bear to the total amount of outstanding securities. In the case of 
[securities] capital stock having no par value, the [par] value thereof for the 
purpose of this section shall be the fair market value as of the date of [their] 
its issue: and in the case of capital stock having par value, the value for the 
purpose of this section shall be the fair market value as of the date of its issue, 
or the par value, whichever is the greater: Provided further, That the exemp 
tion in section 3(a) (6) of the “Securities Act, 1933” is hereby amended to read 
as follows: (6) Any security issued by a common or contract carrier, the issu 
ance of which is subject to the provisions of section 20a of the Interstate Com- 
merce Act, as amended :”’. 

NOTES 


1. The clause appearing after “$1.000,000", exempting certain short-term notes, 
was added by an amendment of June 29, 1938, 52 Stat. 1240, except that as 
originally enacted the clanse exempted such notes up to $100,000. The latter 
amount was changed to $200,000 by amendment of July 10, 1952, 66 Stat. 542 

2. The Transportation Act of 1940, 54 Stat. 924, struck out “entered under 
section 213(a)(1)” and inserted in lieu thereof “of the Commission”. 

3. The figure “$500,000” was changed to “$1,000,000” by an amendment of 
July 10, 1952, 66 Stat. 542. 

4. The changes in respect of the method of computing the amount of securi 
ties outstanding for the purposes of the exemption, so that par value capital 
stock will be computed at its fair market valne or par value, whichever is the 
greater, were made by an amendment of September 7, 1957, 71 Stat. 631. 





. 


CERTAIN SECTIONS OF INVESTMENT COMPANY AcT or 1940 AND 
INTERSTATE COMMERCE ACT 


COMPARISON OF 


In comparing the Investment Company Act of 1940 with the Interstate Com 
merce Act the different purposes of the two should be considered. The Invest 
ment Company Act of 1940 was enacted based upon findings that securities issned 
by investment companies constitute a substantial part of all securities publicly 
offered and that the principal activities of snch companies are conducted by the 
use of instrumentalities of interstate commerce, that such companies custom 
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arily invest and trade in securities issued by companies engaged in interstate 
commerce, that such companies are media for the investment of a substantial 
part of the national savings, and that the extension of such companies through- 
eut the country makes it difficult if not impossible for States to effectively regu- 
late them. The statement of policy of the Investment Company Act is to miti- 
gate and so far as is feasible to eliminate the conditions which adversely affect 
the national public interest and the interest of investors. 

In the Interstate Commerce Act it is declared to be the national transportation 
policy of Congress, “to provide for fair and impartial regulation of all modes 
of transportation subject to the provisions of this Act, so administered as to ree- 
ognize and preserve the inherent advantages of each; to promote safe, adequate, 
economical and efficient service and foster sound economic conditions in trans- 
portation and among the several carriers; * * * and to encourage fair wages and 
equitable working conditions ;—all to the end of developing, coordinating and 
preserving a national transportation system by water, highway, and rail, as well 
as other means, adequate to meet the needs of commerce of the United States, 
of the Postal Service, and of the national defense.” 

The topic headings which follow are the section titles of the Investment Com- 
pany Act. 

Following the summary of each section reference is made to the portions of 
the Interstate Commerce Act which generally relate to the same or similar 
subject matter. 


TRANSACTIONS BY UNREGISTERED INVESTMENT COMPANIES 


Section 7: Paragraphs (a) and (b) of this section prohibit certain acts and 
transactions by investment companies, depositors, trustees, and underwriters 
who engage in interstate commerce, control others who so engage, or use inter- 
state commerce instrumentalities in dealing in securities, unless they register 
under section 8 of the Investment Company Act. Paragraph (c) forbids use of 
interstate commerce to promoters or promoter underwriters in dealing in secu- 
rities of an unregistered company. *aragraph (d) allows the Commission to 
issue an order authorizing registration of any foreign organized investment com- 
pany upon finding that the act is enforcible in regard to such company, that the 
investors are protected, and such order is consistent with the public interest. 

The Interstate Commerce Act, section 20a(4) and secion 214, require’ applica- 
‘ations in approved form for individual actions in dealing in securities. Non- 
carrier holding companies authorized by the ICC to acquire control of one or 
more carriers may be subjected to the provisions of section 20a or 214 under 
the provisions of section 5(3). 


REGISTRATION OF INVESTMENT COMPANIES 


Section 8, Investment Company Act, provides detailed instructions for the 
registration, including requirements for inclusion of information for classifica- 
tion and subclassification, the purposes for which the organization exists, and 
a recital of the policy of the company. 

There is no comparable provision in the Interstate Commerce Act applicable 
to noncarriers. 


INELIGIBILITY OF CERTAIN AFFILIATED PERSONS AND UNDERWRLTERS 


Section 9, Investment Company Act, makes it illegal, in the absence of an ex- 
emption granted by SEC for certain persons to serve as an officer, director, 
adviser, or depositor of a registered investment company. 

Section 20a(12) of the Interstate Commerce Act makes it unlawful for any 
person to serve as an officer or director of more than one carrier, as therein 
defined, unless authorized by the Commission. 


AFFILIATIONS OF DIRECTORS 


Section 10, Investment Company Act, limits the investment advisers who may 
serve as directors, and prohibits the use ef employees or directors as brokers, 
underwriters, or investment bankers unless the majority of the directors are not 
brokers, underwriters, or investment bankers affiliated therewith. It further pro- 
hibits any registered investment company from having a majority representation 
on the board from any one bank, with certain specified exceptions. The whole 
of section 10 deals with controls of director relationship and afflliation. 
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The provision of the Interstate Commerce Act relating to directors has been 
described above under section 9. 


OFFERS OF EXCHANGE 


Section 11, Investment Company Act, prohibits offers of exchange except 
under certain conditions. 

Under the Interstate Commerce Act, companies subject to section 20a (with 
certain exceptions concerning short-term notes and small motor carriers) may 
not issue any securities without first obtaining the approval of the ICC. Such 
approval may be given only if, among other things, the issue is found to be com- 
patible with the public interest. 


FUNCTIONS AND ACTIVITIES OF INVESTMENT COMPANIES 


Section 12, Investment Company Act, spells out in detail the controls involved 
in the purchase, sale, and issuance of securities, with emphasis on asset cover- 
ages, limitations on marginal purchases, trading accounts, short sales, and un- 
derwriter commitments. 

Under the Interstate Commerce Act, sections 20a and 214, the ICC has wide 
discretion in granting or denying authority to issue securities. The Interstate 
Commerce Commission insists upon a showing that such issuance is for a lawful 
object within the applicant’s corporate purposes, is compatible with the pub- 
lic interest, and is necessary or appropriate for or consistent with the proper 
performance by the carrier of service to the public. Under section 5(2) of the 
Interstate Commerce Act, the Commission likewise is given control in respect 
of certain acquisitions of carrier property or of control of carriers. 


CHANGES IN INVESTMENT POLICY 


Section 13, Investment Company Act, has no direct parallel in the Interstate 
Commerce Act, but the ICC may exercise some control over this matter through 
its discretionary power to withhold authority for the issuance of securities, or 
to grant authority subject to “such terms and conditions as the Commission 
may deem necessary or appropriate in the premises.” 


SIZE OF INVESTMENT COMPANY 


Section 14, Investinent Company Act, contains certain restrictions as to the 
issue of stock by companies having net worth of less than $100,000. No com- 
parable restrictions are contained in the Interstate Commerce Act, but the ICC 
under its power to impose conditions, may require arrangements like those 
specified in section 14(a) (3). 


INVESTMENT ADVISORY AND UNDERWRITING CONTRACTS 


Section 15, Investment Company Act, subsections (a) and (b), require writ- 
ten contracts with investment advisers and underwriters, and subsection (¢) 
requires approval of such a contract (1) by a majority of the directors who are 
not parties thereto or affiliated with such a party, or (2) by the vote of a 
majority of the outstanding voting securities. 

The Interstate Commerce Act contains no directly comparable provision, 
but applicants for authority to issue securities are required to disclose fully the 
terms and conditions under which it is proposed to dispose of the securities, 
and the Commission may approve or disapprove of such terms or conditions or 
may require modification thereof. 

In relation to subsection (c), section 20a(12) of the Interstate Commerce 
Act makes it unlawful for an officer or director of any carrier to receive for his 
own benefit, directly or indirectly, any money or thing of value in respect of the 
negotiation, hypothecation, or sale of any securities issued or to be issued by 
such carrier, or to share in any of the proceeds thereof. Also, section 10 of the 
Clayton Antitrust Act (15 U.S.C. 20) makes it unlawful for a common carrier 
engaged in commerce to have any dealings in securities, to the amount of more 
than $50,000 in any one year, with another corporation, firm, partnership, or 
association when the common carrier shall have upon its board of directors or 
as its president, manager, or as its purchasing or selling officer, or agent in the 
particular transaction, any person who is at the same time a director, manager, 
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or purchasing or selling officer of, or who has any substantial interest in, such 
other corporation, firm, partnership, or association, unless such dealings shall 
be with the bidder whose bid is the most favorable to such common carrier, to 
be ascertained by competitive bidding. 


CHANGES IN BOARD OF DIRECTORS, ETC. 


Section 16, Investment Company Act, has no parallel in the Interstate Com- 
merce Act. 


TRANSACTIONS OF CERTAIN AFFILIATED PERSONS AND UNDERWRITERS 


Section 17, Investment Company Act, contains various restrictions and pro- 
hibitions upon dealings in securities and other property between affiliated persons 
or promoters of or principal underwriters for registered investment companies, 
It also contains provisions in respect of custody of securities, inspections, bond- 
ing of employees, and liabilities of directors, officers, investment advisers, and 
principal underwriters. 

There is no single provision of the Interstate Commerce Act which is exactly 
comparable to the above provision of the Investment Company Act, but, in 
respect of persons subject to regulation under the former act, many of the 
matters dealt with by section 17 of the latter act are subject to prohibition or 
regulation. - 

In respect of transactions involving possible conflicts of interest by partici- 
pating oflicers and directors, reference is made to section 20a(12) of the Inter- 
state Commerce Act and section 10 of the Clayton Antitrust Act, described under 
section 15 above. The Interstate Commerce Commission is given broad power 
by section 20a to review the terms and conditions under which securities of a 
carrier (or noncarrier subject to the provisions of that section) are proposed to 
be sold or otherwise disposed of, and through its control over the uses of the 
proceeds of securities the Commission may exercise control over acquisitions of 
property which it is necessary to finance through the issuance of securities. 
Section 5(2) of the Interstate Commerce Act makes it unlawful to effectuate 
certain transactions, involving acquisitions of carrier property or control of 
carriers, without first securing the approval of the ICC. Under section 20 of 
the act, the Commission is empowered to require periodical and special reports 
from persons subject to its regulation, to prescribe uniform systems of accounts, 
and to inspect and copy accounts, records, ete., of persons subject to its juris- 
diction. 


CAPITAL STRUCTURES 


Section 18, Investment Company Act, contains specific criteria with respect to 
classes of securities to be issued by an investment company and required asset 
coverage. Specific prohibitions of this nature are not contained in the Interstate 
Commerce Act. Under that Act the I.C.C. is given wide discretion, but it may 
not authorize the issuance of securities unless it finds that the proposed issue 
(a) is for some lawful object within the applicant’s corporate purposes, and com- 
patible with the public interest, which is necessary or appropriate for or con- 
sistent with the proper performance by the carrier of service to the public as a 
common carrier, and which will not impair its ability to perform that service, 
and (b) is reasonably necessary and appropriate for such purpose. 


DIVIDENDS 


Section 19, Investment Company Act, restricts an investment company to the 
payment of dividends from certain sources unless the payment is accompanied by 
a written statement which discloses the sources of the payment. 

Paragraph 12 of section 20a of the Interstate Commerce Act makes it unlaw- 
ful for any officer or director of a carrier, as defined in that section, “to partici- 
pate in the making or paying of any dividends of an operating carrier from any 
funds properly included in capital account.” 


PROXIES ; VOTING TRUSTS ; CIRCULAR OWNERSHIP 


Section 20, Investment Company Act, empowers the SEC to regulate the 
solicitation of proxies, and contains prohibitions in respect of the issuance or 


sale of voting trust certificates and in respect of circular or cross ownership of 
voting securities. 
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The ICC may regulate the solicitation of assets or assurances of assets in 
connection with a proposed plan of security modification under section 20b of 
the Interstate Commerce Act. Persons subject to regulation under the Inter- 
state Commerce Act, whose securities are listed on a national securities ex- 
change, are not exempted from the proxy rules established pursuant to the 
Securities Exchange Act of 1934. There is no general prohibition in the Inter- 
state Commerce Act upon circular or cross ownership, or upon the issuance of 
voting trust certificates, except to the extent that an acquisition of control may 
be effected in violation of the provisions of section 5(2). 


LOANS 


Section 21, Investment Company Act, prohibits loans by an investment com- 
pany to certain persons in contravention of a company’s stated investment 
policy. 

There is no comparable provision in the Interstate Commerce Act, but under 
section 12 the ICC is authorized to inquire into and report on the management 
of the business of all common carriers subject to the provisions of part I of the 
act and of persons controlling, controlled by, or under common control with 
such carriers. 


DISTRIBUTION, REDEMPTION, AND REPURCHASE OF SECURITIES 


Sections 22 and 23, Investment Company Act, regulate certain activities of 
securities associations as well as investment companies in connection with the 
distribution, redemption, and repurchase of securities. As hereinabove indi- 
cated, the ICC is given broad power to regulate the terms of securities which 
are issued by persons subject to section 20a, and the conditions under which 
they may be issued. It has no direct jurisdiction over underwriters or securi- 
ties associations, 


REGISTRATION OF SECURITIES UNDER SECURITIES ACT OF 1933 


Section 24, Investment Company Act, modifies and supplements the require- 
ments of the Securities Act of 1933 in respect of registered investment com- 
panies. Any security issued by a common or contract carrier (including a 
noncarrier considered as a carrier pursuant to the provisions of section 5(3) of 
the Interstate Commerce Act), the issuance of which is subject to the provisions 
of section 20a of the Interstate Commerce Act, is exempted from the provisions 
of the Securities Act of 1933. 


PLANS OF REORGANIZATIONS 


Section 25, Investment Company Act, requires the filing with the SEC of 
documents related to the solicitation of proxies in respect of plans of reorganiza- 
tion of any registered investment company, and provides for the rendition of an 
advisory opinion of the SEC in respect of the fairness of any such plan and its 
effect upon any class or classes of security holders. 

As to the solicitation of proxies, reference is made to the comments appearing 
under section 20, supra. In respect of carriers the Commission is given broad 
powers to approve plans of reorganization under section 77 of the Bankruptcy 
Act and under section 20b of the Interstate Commerce Act. Specific statutory 
criteria related to fairness are contained in those statutes. Certain voluntary 
plans of reorganization may be effected by carriers and noncarriers under sec- 
tion 20a of the Interstate Commerce Act. The statutory criteria in respect of 
the latter have already been described. In passing upon the issuance of secu- 
rities to effect a plan of reorganization, the ICC considers the fairness of the 
plan and its effect upon investors. 


UNIT INVESTMENT TRUSTS; PERIODIC PAYMENT PLANS; FACE AMOUNT CERTIFICATE 
COMPANIES 


Sections 26-29, Investment Company Act, deal with the matters indicated in 
the above title. There are no provisions in the Interstate Commerce Act dealing 
specifically with these matters. The general comments made above, in respect 
of carriers and noncarrier persons subject to section 20a, are applicable to secu- 
rities of all types. 
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PERIODIC AND OTHER REPORTS; REPORTS OF AFFILIATED PERSONS 


Section 30, Investment Company Act, prescribes certain reports required to be 
filed by investment companies, and authorizes the SEC to require the filing of 
additional information and documents. It also requires the filing of reports by 
certain affiliated persons. 

Under section 20 of the Interstate Commerce Act, the ICC is authorized to 
require annual, periodical, or special reports from carriers, lessors, and associa- 
tions as defined in that section, including nonearriers authorized to acquire con- 
trol of carriers pursuant to the provisions of section 5(3). Paragraphs 5 and 10 
of section 20a also require certificates, and periodical and special reports, in 
respect of securities. There is no requirement in the Interstate Commerce Act, 
such as in section 30 of the Investment Company Act, in respect of reports to 
stockholders or in respect of certificates of independent public accountants. 


ACCOUNTS AND RECORDS; ACCOUNTANTS AND AUDITORS 


Sections 31 and 32, Investment Company Act, provide for the maintenance and 
preservation of accounts and records by investment companies, investment ad- 
visers, underwriters, etc.; for examination thereof by representatives of the 
SEC; and for rules and regulations providing for a reasonable degree of uni- 
formity ; and regulate the employment of public accountants. 

Under section 20 of the Interstate Commerce Act, the ICC is authorized to 
prescribe uniform systems of accounts, the forms of accounts, records, memo- 
randa, ete., and the length of time they must be preserved, and to inspect and 
copy such documents. There is no provision in respect of independent public 
accountants, but periodical examinations are made of the accounts of carriers 
by representatives of the Commission. 


SETTLEMENT OF CIVIL ACTIONS 


Section 33, Investment Company Act, requires information to the SEC in re- 
spect of civil actions in which an investment company is a party, or affiliated 
persons are parties defendant, for breach of official duty. There is no compar- 
able provision in the Interstate Commerce Act. 


OTHER PROVISIONS 


Section 34 et sequitur of the Investment Company Act implement the preced- 
ing provisions of the act which have been discussed in some detail. Among other 
things, these sections impose penalties for violations of the act, empower the SEC 
to adopt and rescind rules and regulations, and provide the procedure for issu- 
ance, enforcement, and court review of orders of the Commission. 

A detailed comparison of these provisions with corresponding provisions of the 
Interstate Commerce Act would make this abstract unduly lengthy and appears 
unnecessary, but reference may be made to the following: The ICC is author- 
ized to adopt rules and regulations under various sections of the Interstate Com- 
merece Act. Much of the Commission’s procedure is governed by section 17 of 
that act, but specific provisions as to procedure also are contained in sections 
dealing with specific subjects, such as sections 20a and 20b pertaining to secu- 
rities. Court review of ICC orders is governed generally by the provisions of the 
Judicial Code (28 U.S.C.) and the Administrative Procedure Act (5 U.S.C. 1001, 
et seq.). General provisions as to violations of any section of the act are in- 
cluded, as well as specific penalties for certain violations; e.g., paragraph 11 of 
section 20a in respect of securities, and paragraph 12 of that section in respect 
of certain actions of officers and directors. 





COMPARISON OF REPORTS REQUIRED BY THE SECURITIES AND EXCHANGE COMMISSION 
UNpDER SECTION 8 OF THE INVESTMENT COMPANY ACT WITH REPORTS REQUIRED 
BY THE INTERSTATE COMMERCE COMMISSION 


The reports required by the Interstate Commerce Commission of companies 
subject to its regulation differ in respect of the type of carrier operations in- 
volved. Annual reports are required from substantially all such persons. In 
addition, some are required to file other periodical and special reports. Detailed 
descriptions of these reports are contained in 49 CFR, parts 56, 120-129, 133, 
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134, 155, 156, 160, 195, 205, 445, and 446. Paragraphs 5 and 9 of section 20a of 
the Interstate Commerce Act require the filing with the Commission of certifi- 
eates of notification in respect of securities sold, pledged, repledged, or otherwise 
disposed of, within 10 days after such disposition; and paragraph 10 authorizes 
the Commission to require periodical or special reports from carriers issuing 
securities, Showing the disposition made of the securities and the application of 
the proceeds thereof. The statutory provisions described in the preceding 
sentence have been implemented by regulations set forth in 49 CFR 56.4—56.6. 

Many of the reports mentioned above are inapplicable to noncarrier holding 
companies, with which your committee is primarily concerned, and the compari- 
son hereinafter made will be confined to reports required by the ICC of railroad 
holding companies, such as the Alleghany Corp. which has been mentioned in 
the oral testimony. The Alleghany Corp. and other railroad holding companies 
subject to regulation by the Interstate Commerce Commission are required to 
file annual reports on “Railroad Annual Report Form A.” A copy of the form 
of such report is attached. Section 8 of the Investment Company Act provides 
for a notification of registration by an investment company, and a registration 
statement in such form as shall be prescribed by the SEC. 

Form N-8A has been prescribed for the notification of registration. That 
form requires information as to the name and address of the registrant, and the 
form, date, and state of its organization; and like information is required by 
ICC form A. The latter does not, as does form N-S8A, require information as to 
sponsors and investment advisers of unincorporated investment companies or of 
the principal underwriter of such companies (actually there are no unincorpo- 
rated holding companies subject to regulation by the ICC), nor does form A 
require information like that covered by items 7-11 of form N-SA in respect of 
the classification of the company and its current activities in the issuance and 
sale of securities. Item 12 of form N-8A requires information respecting each 
company 25 percent or more of the voting securities of which are owned by the 
registrant or by such a company. Form A requires detailed information regard- 
ing investments of the reporting company in securities of affiliated and other 
companies, and of securities indirectly owned or controlled by the reporting 
company through subsidiaries which do not report to the Commission. It does 
not require detailed information regarding the companies whose securities are 
held; but, in respect of carriers whose securities are held by a holding company, 
complete information is available through reference to the reports filed by those 
carriers. 

Form N-SB-1 has been prescribed by the SEC for a registration statement of 
a Management investment company. General information required as to the 
date and form of the organization and the laws under which organized is similar 
to that required in the notice of registration and in ICC form A as mentioned 
above. The following information required by form N-8B-1 is not required by 
ICC form A: 


Item 
» 


Topic 

2 Development of business 
3  Subclassification of registrant 
4 Fundamental policy of the registrant 
» Policy with respect to security investments 
7 Underwriting commitments 
8 Tax status 
Pending legal proceedings 

7 Members of advisory board of registrant 
19 Indemnification of directors and officers 
2 Custodians of portfolio securities 
22 Investment advisers 
Business and other connections of investment advisers 
24 + Personnel of investment advisers 
2 General information as to distribution of securities 
Pricing of securities for sale, redemption or repurchase 
31* Principal underwriters 
32* Management of principal underwriters 
33* Compensation of underwriters 





*Applicable only to open-end investment companies. 
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While not called for by form A, information in respect to sales of securities, 
such as that covered by items 7, 29, 30, 31 and 33 is required with any application 
filed for authority to issue securities under the provisions of section 20a of the 
Interstate Commerce Act. 

While the form of submittal differs in certain respects, with exceptions indi- 
eated, the basic information required by the following items of form N-8B-1 are 
also required by ICC form A: 


Item Topic 
6 Diversification of assets? 
10 Capitalization 
11 Defaults and arrears on senior securities 
12 Condensed financial information? 
13 Persons in control relationship with registrant 
14 + Persons owning equity securities * 
15 Number of holders of equity securities 
16 Directors and executive officers * 
18 Remuneration of directors, officers and members of advisory board * 
20 Employees of registrant 
25 Remuneration of certain affiliated persons ° 
26 Capital stock 
27 Long-term debt’ 
28 Other securities * 


The form A report requires financial statements of the reporting company in 
more detail, for the most part, than specified in form N-SB-1, but the latter 
requires certain consolidated statements and statements of subsidiaries which 
are not consolidated. 

Much of the information required by form N-S8B-1 which is not required by 
form A is otherwise available to the Commission and the public through refer- 
ence to published reports of the Commission; e.g., valuation reports, decisions on 
applications for authority to issue securities, and decisions approving reorgan- 
izations, consolidations, mergers, etc. 





1 Form A requires detailed information as to assets, based on cost, however, rather than 
current value. As explained in connection with the notification of registration, detailed 
information regarding companies in which investments are made is not required of the 
reporting carrier but, in respect of carriers, is otherwise available. 

* Basic information from which computations can be made is given in form A, but is not 
stated in terms of amounts per share of capital stock outstanding. 

*Form A does not require the names of beneficial owners except in the case of officers 
and directors. 

*Form A requires the names and addresses of officers and directors, but does not require 
a statement of their principal occupations during the past 5 years, as does form N-SB-1. 

5Form A requires no information regarding advisory boards or pension or retirement 
benefits proposed to be paid, but requires information as to pensions and gratuities paid. 

®Form A requires a statement of payments made to any person for services or as & 
donation amounting in the aggregate to $5,000 or more during the year, which is somewhat 
broader in scope than the information required by form N—SB-1. 

™Form A requests full information regarding debt outstanding but does not require 
information, like that covered by paragraphs (c) and (d) of form N—8B-1, in respect of 
certain provisions of the mortgage or indenture under which issued. Ordinarily, such 
information is otherwise available in the Commission’s files. 

SForm A requires information as to all securities and obligations of the reporting 
company, but no information as to subscription warrants. 
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(The following report was ordered inserted in the appendix to the 
record. Reference will be found on p. 233.) 


ALLEGHANY Corp. ANNUAL REPORT FOR THE YEAR ENpING Dec, 31, 1958 


Comparative statistics 


| Dec. 31, 1958 | Dee. 31, 1957 





| 

Met NANNIES or. col canunccussdaes eens eet ete eee oo | $133 em | $82, 309, 977 
Current liabilities___ s $12 , 128 | $297, 053 
Estimated liability for Federal ¢¢ apital ge 1ins tax on unrealized appreciation | 

ey 5: a ee ee eae ae a Pe cree 
Debt. : ea aie aba eaaiaa aie aiam aile - atin Stes come $18, 998, 645 $21, 668, 800 
Preferred stocks claim. a oa Daan aenaia 15, 778, 429 18, 449, 034 
Net assets for common stock...._..-------- = td csglesn ches ecetowaisecdeeteiaat site $87, 542, 519 $41, 895, 090 
Common shares outstanding_---- cee 4, 762, 642 4, 654, 525 
Net assets per share of common stoc 5 : : : Ie geese 1 $18. 38 $9 
Warrants outstanding. a ee ee - 1, 999, 400 1, 999, 400 
6 percent preferred outst inding_-_-- isos cake adn octet abans ein etd opera 1, 321, 135 1, 323, 440 
$ prior preferred outstanding_ - - -- a i a a i a 24, 337 24, 837 
Sbares reserved for conversion and purchase e rights. = oe eS 8, 635, 627 8, 741, 960 
Net assets per share of common stock after conversions-.._--....-.--------- $10 $6. 76 


_——— ——— en ee 


1 For the first time provision is made for estimated Federal capital gain taxes which might become payable 
upon the sale of the corporation’s securities. This is because 1958 was the first year since your present man- 
agement took office in which the market value of portfolio increased to such an extent over their historical 
cost that possible taxes thereon are substantial. This should not be construed to indicate that taxes would 
of necessity be payable by the ecrporation upon liquidation, nor that there is any present intention to sell 
any of these securities; and it is further pointed out that if no allowance was made for these taxes, the net 
asset value for 1958 would have been $20.75 per share of common stock. 


ALLEGHANY CORP., 
January 20,1959. 

To the Shareholders: 

The net income of your corporation for 1958 was $1,037,502 compared with 
$2,274,460 for 1957. During the course of the year 1958 over $3,400,000 in pre- 
ferred dividends were paid eliminating all arrears and thus realizing a 20-year 
goal of your management. Outstanding long-term indebtedness of the corpora- 
tion was reduced by more than $2,600,000 and now stands at $18,998,645, the 
smallest total indebtednes in the history of your corporation. As indicated in 
the accompanying financial schedules 5,025 shares of Missouri Pacific Railroad 
Co. class B stock were purchased during 1958 bringing your corporation’s hold- 
ings in this issue to over 50 percent of the total shares outstanding. 

At yearend the net asset value of your common stock had risen to $18.38 per 
share compared with a 1957 yearend asset value of $9 per share. It should be 
remembered that these net asset per share figures do not take into account the 
effect of various conversion rights, as illustrated in the table on page 2. 


NEW YORK CENTRAL RAILROAD 


At yearend 20.4 percent of the value of your corporation’s assets consisted of 
its controlling interest in the New York Central Railroad Co. This investment 
remains unchanged from yearend 1957. 

While New York Central earnings for the year 1958 are comparatively low, 
nevertheless progress continues to be made in the rehabilitation of this great 
railroad property and prospects for 1959 are encouraging. Indeed, the fact that 
the Central performed as well as it did in 1958 is the clearest justification for 
the improvement program undertaken by the present management. The results 
would have been very disappointing at the levels of traffic prevailing throughout 
the recession year, if the efficiencies introduced into the operations and the 
plant of the Central had not been effective. The New York Central made prog- 
ress in reducing its loss from passenger operations. The deficit from this service 
was less than $34 million for 1958 as compared with $52 million for 1957. 

Central was able to finish in the black due to $13,600,000 received during 1958 
in retroactive mail pay and $25 million of other nonrailroad income. 
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A notable accomplishment of the New York Central was that in 1958 it 
reduced its debt in excess of $50 million, the greatest net reduction in any year 
in his history, and yet improved its cash position by over $4 million from the 
prior year end. 

The brighter economic picture and the prospects for 1959 may permit the 
Central to resume its modernization program which it was forced to curtail 
drastically during 1958. The completion of this program will put the railroad 
in a position to capitalize on its potential profitability as traffic increases. 


MISSOURI PACIFIC RAILROAD 


Your corporation’s holding of 2,200 shares of Missouri Pacific class A stock 
together with 20,325 shares of Missouri Pacific class B stock, or more than 50 
percent of the class B outstanding, constituted 7.7 percent of the total value of 
assets at yearend. While your corporation’s interest in the Missouri Pacific 
has continued in one form or another for almost 30 years, the fact that it exists 
today is due to the long struggle carried on by your management to enforce the 
rights of Missouri Pacific shareholders. Missouri Pacific occupies a strategic 
place in the growing freight operation of the gulf State and southwestern sections 
of our country and, unlike the Central, does not have to contend with a major 
passenger service problem. 

WEBB & KNAPP, INC. 


The interest your corporation holds in this giant real estate company and its 
affiliates in the form of promissory notes and the warrants which give us the 
right to acquire 10 million shares of the common stock of this company accounts 
for 17.9 percent of the value of the corporate assets. 

While Webb & Knapp will report a disappointingly large operating loss for 
the year 1958, the long-term potential of this company is unusually attractive. 
The company has continued active in the field of large-scale urban renewal, both 
as a private developer and as a participant in title I slum-clearance projects. 
During the course of the year, one of these projects, Park West Apartments in 
New York City, began rental operations with extremely encouraging results. 

In addition, the year just closed saw the wholly owned subsidiary, Zeckendorf 
Hotels Corp., which had purchased the Hotel Manhattan (formerly Lincoln) in 
1956, acquire the Hotels Taft, Chatham, Commodore, Astor, and Drake in New 
York City. The last named of these hotels is being sold in the form of coopera- 
tive apartments, while Webb & Knapp management looks forward to the opera- 
tion of the remaining hotels as a source of recurring income. The huge shopping 
center at Roosevelt Field, Long Island, in which Webb & Knapp has a 66-percent 
stock interest, also appears to offer considerable encouragement for the future. 

Your corporation’s investment in Webb & Knapp is indeed unique, providing 
it with a participation in the equity of Webb & Knapp through the right to pur- 
chase 10 million shares of Webb & Knapp common stock at $2.50 per share by 
exercising the warrants and, in the meantime, maintain the more sheltered status 
of a creditor. 


INVESTORS DIVERSIFIED SERVICES, INC. 


Your corporation’s interest in Investors Diversified Services, Inc., which had 
a year-end market value of $63,569,318, constitutes 47.5 percent of the assets. 

IDS continued to show a strong rate of growth in 1958. Net operating income, 
based on preliminary figures and subject to final audit, amounted to $8.80 per 
share, compared with $7.59 per share for 1957. After adjustment for capital 
gains and losses on portfolio investments, net income for 1958 was $8.81 per 
share, compared with $7.64 per share for the preceding year. Sales of shares 
of the mutual funds managed by IDS totaled $231,297,482, and new investment 
certificates issued by subsidiaries aggregated $311,003,160 in maturity values. 

Growth in assets of the company’s investment certificate subsidiaries and its 
mutual fund affiliates was a principal factor in the expansion of earnings. Total 
assets of the companies under IDS management increased by $672,202,962 during 
the year to a record high of $2,742,770,734 as of December 31, 1958. 

The new life insurance subsidiary, Investors Syndicate Life Insurance & 
Annuity Co., which was formed late in 1957, is now in active operation and has 
been making excellent progress. By the close of 1958, licenses had been received 
in 19 States and 1 Territory, and were pending in 17 others. As soon as statutory 


and regulatory requirement can be fulfilled, applications will be filed in additional 
States with the objective of obtaining nationwide distribution. 
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LITIGATION 


After contending for over 4 years with a multitude of varied lawsuits great 
progress in clearing them away has been accomplished. 

One suit in the Federal court was voluntarily withdrawn after the corporation 
had counterclaimed against the plaintiff. In another suit, involving the admin- 
istrative status of your corporation, the stand of your management was com- 
pletely vindicated and the suit dismissed by the Federal court—after the Supreme 
Court of the United States had twice upheld your corporation’s position. 

Following lengthy hearings, a settlement proposal made in the corporate 
derivative suits was recommended on November 18, 1958, by court-appointed 
Referee Fitzsimmons. This settlement offer is now awaiting final judicial 
approval. The concluding portion of Referee Robert J. Fitzsimmons’ opinion is 
of interest to all: 

“IT have considered the argumented offer of settlement in the light of the 
current probability of success or failure of the various courses of action 
alleged herein. So evaluated it appears to me that the amended offer of settle- 
ment constitutes a fair, reasonable, and adequate basis for a settlement of this 
litigation and is worthy of judicial approval. In my considered judgment, it 
would be for the best interest of Alleghany and its stockholders to have this 
substantial settlement judicially approved so as to bring an end to this protracted 
litigation with its attendant expenses and its constant demands on the time of 
Alleghany’s officers, who for many months have been prevented by this litigation 
from devoting all of their time and efforts to the business and affairs of the 
corporation.” 

It is hoped that the current year will see the last vestiges of the aforementioned 
litigation cleared away. 

TAX STATUS OF DIVIDENDS 


Last year current and accrued dividends were paid on all three classes of 
preferred stock of the corporation. Counsel for the corporation has advised us 
as to their opinion of the taxability of these distributions under the Internal 
Revenue Code in accordance with the following table: 


Total Percent | Percent 
Preferred class } amount treated as taxable as 
paid per return of ordinary 
share capital | income 
$4 prior preferred convertible stock $4. 00 0 100 
6 percent convertible preferred stock - 2.05 65. 34 34. 66 
544 percent preferred stock series A __- 151. 25 100 0 


Any dividend or portion thereof constituting a return of capital shall be taxable 
to the recipient only if it exceeded the cost basis of his stock and then as capital 
gain. It is presently expected that regular preferred dividends will be paid in 
1959 and will be taxable to the recipients as ordinary dividend income. 

Although many of the difficult problems of the past year have been overcome we 
know that there is yet much to be done. However, with the loyal and hard- 
working officers and employees that this corporation has, ably supported by an 
excellent board of directors, there is no reason why great progress should not be 
made and the fulfillment of our ambitions for the year 1959 realized—to say 
nothing of the long-term future. 

ALLAN P. Kirey, 
Chairman and President. 
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Balance sheet Dec. 31, 1958, with comparative figures at Dec. 31, 1957 
















































































ASSETS 
1958 1957 
Investments: 
Corporate securities, at indicated market (cost $51,764,258 in 1958 and 
$50,358,483 in 1957 less reserve $23,082,799) (schedule 1) !: 
Cae ae $95, 845, 060 $38, 887, 400 
RPEO a ao tacccccesuuacnncekstnannpeSscdacesbosesecesswsens 670, 783 207, 070 
al 96, 515, 843 38, 094, 470 
Joint ventures (schedule 2):! ee eee 
50 percent ownership of securities, at indicated market (cost 
$5,425,000 in 1958 and $5,441,300 in 1957): 
i i se 5, 399, 375 2, 864, 375 
eS 608 fia dee nicacininniennpouihtinionncapennanepetioncieecnebatmbed 13, 643 
PR soit oh ele ie aia ateaioaneeenkmeinieeadmmbuentenmer een et 5, 399, 375 2, 878, 018 
Loss indemnification by other participants._..............--.--- 500, 000 2, 563, 282 
SO tc al inhi la clinica iia isha ek acres shane iat 5, 899, 375 5, 441, 300 
Notes receivable from other participants (partially secured by 
pledge of 50 percent of securities) _.........---..---....-.-----. 5, 425, 000 5, 441, 300 
ai A a it 11, 324, 375 10, 882, 600 
Notes receivable (less reserve of $600,000)?......-.....---.-...------.- 24, 739, 100 28, 545, 203 
——oOOoOoOoOoooooeoae—eesSSe Ooo ————————— 
ae aaa aces ienp aicinebintcieg ae 132, 579, 318 78, 522, 273 
—— — —_—_—— $e 
Other assets: 
Is III: OO i colanaseerntn areas cictaeenninmncicanienees 815, 916 2, 082, 325 
Temporary cash investments, at cost plus acerued interest..._.......].............--- 1, 006, 686 
ao ak eee niaboanaeneeounece 1, 320 1, 320 
RII nici. cmcn nwemininmncinioennninknadgedionnebenmns 299, 031 354, 731 
I Ta hi crea aeancsig eis heinqueeneenanedintianaiol 63 275, 872 
I a... ccniciecuemneaed talon methine sebacebinn 19, 543 27, 788 
NO ag cig hae os Sn chance ene neimiedentendl 31, 530 38, 982 
NN inn daca asia ds Earned eae sea a ebinemiiemaiel A, 167, 403 3, 877, 7 
a i a rn ig ~~ 183, 746, 721 | | "82, 309, 977 
LIABILITIES 
5-percent sinking fund debentures due Nov. 1, 1962 3.................-.-- $4, 144, 100 | $5, 006, 300 
Less: " 
Amount held in Treasury- ---.--- squcucienete Saeed 331, 200 
Cash on deposit with trustee for retirement of debentures... pclae krgelens 145, 455 6, 300 
a Nal a Nanda scans peli ene reais 145, 455 337, 500 
cee eee aeee abe eh aiekee bor ak th aaa na nee omicndagsaabainiced 3, 998, 645 4, 668, 800 
Notes per aii SRE LE? RSI CIES ETERS SER | 15, 000, 000 | 17, 000, 000 
a ical a Ea 18,998,645 | 21, 668, 800 
Accounts payable and accrued liabilities... ___- 127, 128 297, 053 
Provision for estimated Federal taxes on unrealized appreciation “of secu- 
iti tence ted oe enter en enthadcucelnabia oiaaue 41,900,000!) - 22. ase 
ee | 30,425,773 | __21, 965, 853 
Stockholders’ equity : feo: a 
Capital stock: ¢ | 
$4 prior preferred convertible stock, no par value—authorized 
28,367 shares; outstanding 24,337 shares; stated value $80 per 
share___ aoek | 1, 946, 960 1, 986, 960 
6-percent conv ertible preferred stock, “$10 par “value—authorized | 
1,367,440 shares; outstanding 1,321, 135 shares....._____- 7 13, 211, 350 13, 234, 400 
Preferred—authorized 1,500,000 shares, $100 par value; outstand- | 
ing 4,400 shares of c umulative 534-percent preferred stock, series 
A, less 460 shares held in NE iin ntbiee tide kieed Se eemes 394, 000 440, 000 
Common—authorized 22,000,000 shares, par value $1, at Dec. 31, 
1958, 8,635,627 shares were reserved for conversion and pur- 
chase rights and 4,762,642 shares were outstanding. ._.....__-- 4, 762, 642 4, 654, 525 
a I NN hs oe cneeemntinmceneinminn 107, 407, 756 107, 184, 794 
REFERS IRS a ee EC See ee eR ee eS 127, 722, 708 127, 500, 679 
Retained earnings mee including unrealized appreciation of se- 
I re wks wantin (24, 401, 760) | (67, 156, 555) 
EI ALLL TIRE CeO EEE 103, 320, 948 60, 344, 124 
Neen nee alge Peach ohicasascenaniesente® (7) ) 
} = | 
a a | 133, 746, 721 82, 309, 977 











For footnotes see p. 542. 
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Balance sheet Dec. $1, 1958, with comparative figures at Dec. 31, 1957—Con. 
STATEMENT OF INCOME (EXCLUSIVE OF SECURITY TRANSACTIONS) 




















1958 1957 
Income: 
as inn perdbine hues Pans bimini arene ease eER Enea $1, 255, 239 $3, 412, 153 
Rca ar Salas iss ces ning ass ie Nie ast nse tates ean ele Moda ese a aah aaee | 1, 376, 955 | 1, 347, 691 
NR cnt cs ert ake an ae ag dat done aches 7, 043 191, 901 
Recoupment of prior years’ expenses re Missouri Pacific RR. Co. | 
RN rice ot ovaceuvcennamrmnnMpneste kas yeaa bieeset 22 1, 333 136, 673 
PIII 2d cei eos conuntcasaeteedassevnescecdanccakehnus 2, 640, 570 5, 088, 418 
Expenses: E 
Interest on debentures and bank loans_-__.........-..-.-------------- 987, 009 1, 100, 444 
ne ec twctensunmmsnsnnennes 11, 572 | 14, 969 
Administrative and general expemses.--_--........-..--..---.-------- 603, 813 1, 165, 017 
Advances and expenses re Missouri Pacific RR. Co. reorganization... 674 35, 478 
eee eee ES nee : 600, 000 
"REE COD Feo isin cnn cunnwenecacene padsescecetcecsbnakscadsssaces 1, 603, 068 2, 915, 908 
Peek MOIS ONES GOIN COIs 65 os Soc od 5 io ances i nrewens “1,03 037, 502, tT "2, 172, 510 
Special credit—excess provision in prior years for Federal taxes_-.-......|_...-........-_- 101, 950 
Net income, exclusive of net profit on security transactions, trans- 
ferred to retained earnings (deficit) §..............---...-----.--. 1, 037, 502 2, 274, 460 





STATEMENT OF NET PROFIT ON SECURITY TRANSACTIONS 


Net profit on security transactions transferred to retained earnings 
CN oo ccnp evawudersansush peatesenctane seh connnadanrhend cashed $347 $5, 732, 145 


STATEMENT OF ADDITIONAL PAID-IN CAPITAL 


| 
Senne Gh Ree OE DON ick ceric caiciicibnwainc adic spas de essesdeh si | $107, 184, 794 | $107, 162, 394 
Stated value of 500 shares in 1958 and 350 shares in 1957 of $4 prior preferred 

convertible stock, less par value of 8,000 shares in 1958 and 5, 600 shares 





in 1957 of common stock into which converted._.----......-.--..------- 32, 000 | 22, 400 
Excess of proceeds over par value of 100,000 shares of common stock sold | 
a eee aa See t -| WER Ee Nccwstcteddatvbacs 
Excess of par value over cost of 460 shares of cumulative 534 pe reent pre- 8 
ferred stock series A reacquired and held in treasury--..-...........-- 2, 952 
oc sirs sigh kek ek put cis ead die Soe w ashe eee sseandodscsen ak ; 107, 425, 996 j 107, 184, , 794 
Less net charge applicable to acquisition and conversion of 6 percent con- | | 
I ID CE i ionic cis access gp ebnsc op bceaeene as NEE ce webcnddedons 
| tae ex : 
NO OE I OE FOI icici otisickse nce nienidiede<ecpeian catenin 107, 407, 756 | 107, 184, 794 
| | 


STATEMENT OF RETAINED EARNINGS 








Balance at beginning of year (deficit)...............-.-.---.---------.--- | ($78, 975, 341) ($86, 881, 898) 
Net income for year, exclusive of net profit on ne transactions §.._.- 1, 037, 502 | 2, 274, 460 
el, a ee ee ees Ser ee 347 5, 732, 145 
iss st kk ciich eel. Best BE Aa cs ntbek aleickngtektaw ed i, 937, 492 (78, 875, 293) 
Less dividends declared and paid: 
$4 prior preferred convertible stock ($4 per share). __............----- 99, 148 100, 048 
6 percent convertible preferred stock ($1.45 per share arrearage; $0.60 
OEE Ee Ee ee es Tee DS FRE havi wns ccutee dics 
Cumulative 54 percent preferred stock, series A ($145.75 per share | | 
arrearage; $5.50 per share current) ........- ia ol eel nab kincw eae 665, 501 pM te ated dct 
is ied i  Siis See thestde ed tds eoksideeanaed 3, 47 3, 027 100, 048 
Balance at end of year (deficit) before unrealized appreciation of se- 
ile dicate ntemiaDedtas aa (81, 410, 519) (78, 975, 341) 
Unrealized appreciation of securities, less provision for Federal taxes 
of $11,300,000 im 1958 § §.........._.. sical Diddie, wlcdakadandaaattenal 57, 008, 759 i, 818, 786 
Balance at end of year Gee, including unrealized appreciation 
a emiea inne’ (24, 401, 760) (67, 156, 555) 





For footnotes see p. 542. 
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?Investments in corporate securities and joint ventures: Although investments are 
shown at indicated market quotations at the balance sheet date, Alleghany Corp. makes no 
representation as to realization of such values. Book value represents cost determined on 
a first-in, first-out basis, less a reserve of $23,082,799 in the case of the investment in 
Missouri Pacific RR. Co. class B stock. 

Pursuant to an order of the Interstate Commerce Commission, the corporation has de- 
posited all of its Missouri Pacific RR. Co. stock with an independent voting trustee. 

The agreements to the various joint ventures provide that each of the 2 parties is to 
own a 50 percent interest and share equally in gains. The other parties to the agreements 
have guaranteed that Alleghany Corp. shall be indemnified from loss on its contributions 
and, in addition, shall receive capital gains, dividends, and/or other income equal to at 
least 4% to 5 percent per annum as set forth in the several agreements. The corporation 
has loaned to the other parties their share of the cost on promissory notes secured by the 
interest of such other parties and payable upon fhe termination of the ventures. 

2 Notes receivable: Notes receivable, other than from participants in joint ventures, were 
comprised as follows: 


ne Co eC | | re ai ae $4, 800, 000 
IN TRON UU eis ln dal oan nomen meine _ 20, 539, 100 
a eccesiaeeoneeanienien uae aeaaaaags 25, 339, 100 
a aia imeem aaa acetic = __ 600, 000 
cc a a ae ar aa alee mei 24, 739, 100 


(a) Alleghany holds a 4 percent 20-year subordinated $4,000,000 note of the 52026 
Corp. whose only asset is approximately 87 percent of the outstanding common stock of 
Gulf States Land & Industries, Inc., substantially all of which is pledged as collateral for 
the note. Based on the market value of Gulf States Land & Industries, Inc., stock at 
Dec. 31, 1958, the note is considered fully secured. Interest on the note, however, will 
not be recorded until received. % 

(b) Pursuant to an agreement with Webb & Knapp, Inc., dated May 25, 1956, as 
amended, the corporation has purchased to date $19,950,000 principal amount of Webb & 
Knapp, Inc., 5 percent promissory notes due Dec. 31, 1974. Under the aforementioned 
agreement the corporation is obligated to purchase a total of $20,000,000 principal amount 
of such notes on or before Dec. 31, 1959, and upon such event will receive stock option 
warrants evidencing the right to purchase, for a period of 15 years, 10,000,000 shares of 
Webb & Knapp, Inc., common stock at $2.50 per share. 

35 percent sinking fund debentures: The debentures may be redeemed from time to 
time, in whole or in part, at par plus accrued interest and a premium of 2 percent to and 
including Nov. 1, 1959, such premium decreasing at the rate of % percent per annum 
until Nov. 1, 1961, after which the debentures may be redeemed at par. Sinking fund pro- 
visions require a deposit of $1,000,000 with the trustee annually on Nov. 1, through 1961; 
in lieu of cash, debentures may be deposited with the trustee at par. 

The indenture provides that the corporation will not, without written consent of holders 
of 2% of the aggregate principal amount of the debentures at the time outstanding, pay or 
declare any dividend (except in stock of the eee? or make any distribution on or 
redeem, retire, purchase, or otherwise acquire, directly or indirectly, any of its stock, unless 
after giving effect to such payments or distributions, the fair value of the corporation's 
total assets, less liabilities other than capital indebtedness, would equal 150 percent of the 
corporation’s total capital indebtedness, as defined therein. 

* Notes payable to banks: On Mar. 24, 1958, under the terms of a collateral loan agree- 
ment with a group of banks, the corporation borrowed $15,000,000 at an interest rate of 
5 percent. The loan is due on May 24, 1960, and among the restrictive clauses of the 
agreement are the following: 


(a) The collateral pledged shall have a value of at least twice the principal amount of 
the outstanding loan. 

(b) Dividends shall not be declared or paid unless the principal amount of the loan has 
an asset coverage, as defined, of 200 percent in respect to preferred stock dividends and 
pad — in respect to common stock dividends, after deducting the amount of such 

vidends, 

(c) The aggregate of any dividends declared or paid on preferred and common stock in 
any year shall not be greater than the amount of the corporation’s net income and realized 
profit on security transactions in the preceding year, except that dividends may be declared 
or paid not in excess of $1,000,000 on the outstanding preferred stocks. 

(d) The amount of indebtedness the corporation may incur directly or indirectly is limited 
to $22,000,000. 

5 Federal taxes: The tax liability for all years through 1952 has been settled. No 
provision for Federal taxes is necessary for the current year’s income due to the application 
of the corporate dividends received deduction. Provision has been made for the estimated 
Federal income tax on unrealized appreciation of securities assuming no direct distribution 
of such securities to stockholders. 

® Capital stock: (a) The $4 prior preferred convertible stock, semiannual dividends on 
which are cumulative and have been paid to Oct. 1, 1958, is redeemable on call at and is 
entitled in voluntary and involuntary dissolution to $80 per share plus accumulated unpaid 
dividends. Each share of this stock is convertible into 16 shares of common stock. 

(b) The 6 percent convertible preferred stock, semiannual dividends on which are 
cumulative and have been paid to Oct. 1, 1958, may be redeemed at the option of Alleghany 
Corp. at any time subsequent to May 1, 1970, at $10.50 per share or in involuntary dissolu- 
tion at $10 per share plus, in each instance, accumulated and unpaid dividends. Each 
share of this stock is convertible into 4.7 shares of common stock upon payment of $3.75 
per share of common stock. No fractional shares shall be issued, however, upon the 
conversion of any share or shares of 6 percent stock. 

(c) The 5%-percent preferred stock, series A, quarterly dividends on which are cumula- 
tive and have been paid to Nov. 1, 1958, is redeemable on call at $105 per share or in 
yey wane = dissolution at $100 per share plus, in each instance, accumulated and unpaid 

vidends. 

(d) At Dec. 31, 1958, there were outstanding 1,999,400 warrants for the purchase of 
1,999,400 shares of common stock at $3.75 per share. 

(e) During the year, under a stock option plan adopted by the corporation in 1951, an 
optionu to purchase 12,500 shares of common stock was granted and an option to purchase 
100,000 shares of common stock at $3.0625 was exercised. At Dec. 31, 1958, options to 
ee 25,000 shares of common stock at $8.375 and 12,500 shares at $4.375 were 
outstanding. 

7 Contingent liabilities: The corporation is defendant in various lawsuits and claims 
including those of stockholders. Liability has been denied and the amounts, if any, which 
may ultimately be paid are indeterminable. 








Investors | 
Comm 
Comm 

Missouri I 


New York 
Webb & I 


Tot 


Kirby Pet 
New Yorl 


Sub 
Less 50 pe 


Alleghany 
Loss inde 


Sub 
Notes ree 
pledge « 


Tot 


ScHEDt 


Acquisiti 
Quebec 
comn 

est ir 

12) re 
Missou 
class 





SEC LEGISLATION 543 


SCHEDULE 1.—Investments in corporate securities, Dec. 31, 1958 


















































Number of | Cost | Indicated 
shares market 
Investors Diversified Services, Inc.: | | 
Common (voting) —(pledged)........-....<<6..-2-6--0-0-- 143, 572 | $385, 170 $25, 555, 816 
Common, class A (nonvoting)—(pledged 211,273 shares) ---| 213, 559 | 816, 392 38, 013, 502 
Missouri Pacific RR. Co. common: 
I Gr Ng 5 os a dk ain ioe gatismbiiansedibeknenssiee 2, 200 | 88, 016 | 92, 400 
Class B (pledged 19,800 shares): | 
Sc oe tains w ac maiatiebmiptiamiennalarbeiot $25, 926, 946 | 
REE EEN LA 23, 082, 799 
Se 20, 325 2, 844, 147 10, 162, 500 
New York Central RR. Co. common (pledged) _..........---. 814,000 | 24, 545, 404 | 22, 690, 250 
iG ie OSU. T6.; CONOR <i cnicnnccnenkomndenssncdnes | 1, 000 2,330 | 1, 375 
ie at a ee ee es Ree | 28,681,459 | 96,515,843 
| 
ScHEDULE 2.—Investments in joint ventures, Dec. 81, 1958 
] ; | ~ae 
Number of | Cost | Indicated 
shares market 
Kirby Petroleum Co. common (pledged) -_.-.-.-------------- 400, 000 | $2, 600, 000 $1, 600, 000 
New York Central RR. Co. common (pledged) -_-----...------ 330, 000 8, 250, 000 | 9, 198, 750 
} — ——| 
Subtotal_...__.._- gecesi ata Nene ee cele sa nae a .-| 10,850, 000 10, 798, 750 
Less 50 percent ownership of other participants. .........-..--|-------------- 5, 425, 000 | 5, 399, 375 
Alleghany Corp. 50 percent ownership of securities. .........-- a 5, 425, 000 5, 399, 375 
Loss indemnification by other participants_...........-------- Se eo a i et 500, 000 
NI ooo a an coxkbarcuuacceisomvedniknan des benren Sere emndede | 425, 000 | 5, 899, 375 
Notes receivable from other participants (partially secured by 
pledge of 50 percent of securities) _...............------------ |-------------- 5, 425, 000 | 5, 425, 000 
Neen eee nee a a tat a a citeeatae 10, 850, 000 11, 324, 375 
| | | 





ScHEDULE 3.—Investment securities acquired and sold, year ended Dec. 31, 1958 





| 
Number} Cost || | Number| Net 
| of shares | of shares | proceeds 








Sales: 
Quebec Natural Gas Corp.: 
| Due bills for common 


Acquisitions: | 
Quebec Natural Gas Corp. 
common stock (44 inter- 








est in A-M Venture No. | i} OG. oe cn cenceenteues | 300 $7, 188 
12) remaining payment---| 1, 000 $17, 000 | Common stock.-........-- | 1,000 | 26, 459 
Missouri Pacific RR. Co. | eeeiceengetomnscenaieee 
Ges TD MOCK. nc nccceise | 5,025 | 1,405, 775 || Tete... ccc T plahie bite eees | 33, 647 
- SS —E i 
ecient ae | 1, 422, 775 


| 
| 


eT 
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ACCOUNTANT’S REPORT 


PEAT, MARWICK, MITCHELL & Co., 
ACCOUNTANTS AND AUDITORS, 
New York, N.Y., January 19, 1959. 
The Board of Directors and the Stockholders Alleghany Corp.: 

We have examined the balance sheet of Alleghany Corp. as of December 31, 
1958, the related statements of income, net profit on security transactions, addi- 
tional paid-in capital, and retained earnings for the year then ended and the 
accompanying investment schedules 1, 2, and 3. Our examination was made in 
accordance with generally accepted auditing standards, and accordingly in- 
cluded such tests of the accounting records and such other auditing procedures 
as we considered necessary in the circumstances. 

In our opinon, the accompanying financial statements present fairly the 
financial position of Alleghany Corp. at December 31, 1958, and the results of 
its operations for the year then ended, in conformity with generally accepted 
accounting principles applied on a basis consistent with that of the preceding 
year. 

PEAT, MARWICK, MITCHELL & Co. 


Board of directors: 
William E. Eppler 
Joseph M. Fitzsimmons 
Charles T. Hill 
Allan P. Kirby 
Fred M. Kirby 
William G. Rabe 
Anthony A. Smith 
David W. Wallace 
Executive committee: 
William E. Eppler 
Allan P. Kirby 
Fred M. Kirby 
William G. Rabe 
David W. Wallace 
Officers: 
Allan P. Kirby, chairman and president 
David W. Wallace, executive vice president and secretary 
Thomas J. Deegan, Jr., vice president-staff 
Jared C. Horton, treasurer and assistant secretary 
Edward Y. Baugeard, assistant secretary and assistant treasurer 
Registrars: 
$4 prior preferred stock: 
The Marine Midland Trust Co. of New York 
Cleveland Trust Co. 
6 percent convertible preferred stock: 
The Colonial Trust Co. 
514 percent preferred stock, series A: 
First National City Bank of New York 
Cleveland Trust Co. 
Common stock: 
Guaranty Trust Co. of New York 
Cleveland Trust Co. 


Transfer agents: 
J. P. Morgan & Co., Inc. 
Central National Bank of Cleveland 
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(The memorandums referred to in Mr. Wallace’s testimony follow. 
Reference will be found on p. 239. ) 


ALLEGHANY Corp. 
MEMORANDUM DATED MARCH 31, 1959, RE H.R. 2481 AND S. 1181 


The SEC has suggested an amendment to section 3(c) (9) of the Investment 
Company Act of 1940 aimed primarily at subjecting Alleghany Corp. to the full 
jurisdiction of the SEC under that act. If the amendment becomes law, Alle- 
ghany will be the only company in the country subject to conflicting dual juris- 
dictions of the Interstate Commerce Act and the Investment Company Act. We 
do not contend that dual jurisdiction is per se bad. It is only when the two 
jurisdictions conflict and two great governmental agencies necessarily pull in 
different directions that dual jurisdiction becomes chaotic. Such will be the 
effect of the proposed amendment. No lesser authority than the SEC has 
recognized this. 

When the SEC filed a brief in 1957 with the Supreme Court of the United 
States in Alleghany Corporation, et al. v. Breswick & Co., et al., it aptly described 
the situation that would result if its present proposal were enacted into law. It 
said: 

“The legislative history of section 3(c) (9) makes it clear that it was intended 
to avoid the ‘conflict and confusion’ which might arise if companies were sub- 
jected to the jurisdiction of both the ICC and SEC in respect of the issuance 
of securities, the manner of keeping accounts and records, and the filing of 
reports.” 

SEC cited as authority for what it said to the Supreme Court Senate hearings 
on 8. 3580 (76th Cong., 3d sess., pt. 2, pp. 777-778). 

At the outset, it must be understood that Alleghany dues not seek to escape 
appropriate regulation and is indeed at present subject to the jurisdiction of 
both the SEC and the ICC without conflict in numerous important areas. It is 
even at present subject to the Investment Company Act in areas where there 
is no such conflict. Alleghany is also subject to the SEC under several other 
important acts administered by that Commission. If the amendment is passed, 
Alleghany would be the only company enmeshed in a morass of conflicting 
jurisdictions and would, contrary to the best interests of the public and its 
stockholders, be singled out as the most regulated company in the entire 
country. 

In order to understand just what the situation will be if the proposed amend- 
ment passes, it is necessary first to understand what the situation is now. 
At present Alleghany is subject to many of the provisions of the Securities Act 
of 1933, such as the antifraud provisions. Alleghany is also subject, just as is 
every other corporation in the land which has securities listed on a national 
stock exchange, to full SEC jurisdiction under the Securities Exchange Act 
of 1934. Since approximately 1 percent of Alleghany’s assets at cost are shares 
in an investment company (which company, Investors Diversified Services, is fully 
subject to the Investment Company Act), Alleghany is and has been subject to 
the Investment Company Act as to its relations with IDS. ICC, of course, 
continues to regulate the corporate structure and financial practices of Alleghany, 
to protect against overcapitalization and imbalance between Alleghany’s debt 
and preferred stock and its common stock equity, and to order compliance with 
other provisions of the Interstate Commerce Act as the public interest requires. 
The SEC does not suggest that ICC should relinquish this power over Alleghany. 
Nor does it suggest that other companies whose principal assets consist of con- 
trolling interests in rail or carrier securities should be regulated by SEC. 

Indeed, a brief examination of the definitions contained in section 3 of the 
Investment Company Act (15 U.S.C., sec. 80a-3) demonstrates that more 
companies whose assets consist entirely of securities are not investment com- 
panies than are. Section 3(c) lists numerous substantial categories of non- 
investment companies, such as banks, insurance companies, bank holding com- 
panies, and public utility holding companies. Furthermore, section 3(a) (3) of 
the Investment Company Act described as an investment company one owning 
or holding “investment securities” in excess of 40 percent of the value of its 
total assets other than cash and Government securities, but excludes from the 
term “investment securities” securities issued by majority-owned subsidiaries. 
Accordingly, many companies can and do engage exclusively in the business 








546 SEC LEGISLATION 


of owning securities to the extent of 100 percent of their assets without regula- 
tion by SEC so long as at least 60 percent of these are securities of majority- 
owned subsidiaries. 

All the SEC seems now to say is that Alleghany alone should be subject to the 
conflicts and confusion SEC has recognized can result from plenary Investment 
Company Act jurisdiction side by side with plenary Interstate Commerce Act 
jurisdiction. If SEC thinks Alleghany’s stockholders should, as it says, not be 
“deprive[d] * * * of the protections and safeguards of the Investment Company 
Act,” why should stockholders of all companies engaged in the business of 
holding securities not be thought by SEC to deserve that same protection? 


FALLACIOUS BASES OF SEC’S NEW POSITION 


The essence of the SEC’s present position is that one company too many is 
presently among the many corporations investing in securities which are not 
required to register as investment companies. SEC apparently believes that 
Alleghany is not a railroad holding company. In support of that belief, in its 
memorandum to Congress it compares apples and pears. It equates the market 
value of assets with their cost. The SEC (p. 10 of its memorandum) argues 
that “the bulk of the assets” of Alleghany consists of investment securities, 
SEC adds (p. 10 of its memorandum) that “a relatively smaller investment of 
Alleghany Corp. has been in its holdings of New York Central Railroad stock.” 
The unfairness is in the equation of “bulk of the assets” with “a relatively 
smaller investment.” On a cost basis, Alleghany’s investment in rail securities 
amounts to about 66 percent of itsinvestments. True it is that one of Alleghany’s 
present investments (IDS, the investment company subject to the fullest extent 
to the Investment Company Act of 1940) was purchased for approximately 
$1,201,000 in 1949 and its value has risen to approximately $73 million. It is 
ridiculous to suggest that because one investment has been successful, ICC 
should move over, especially when this investment itself is fully subject to the 
Investment Company Act. SEC confuses cost of investments with how successful 
they are. Cost of investments is the true test of a company’s investment policy. 
Rail securities are Alleghany’s principal business. Alleghany is ICC’s concern. 

SEC would have Congress believe that regulation under the Investment Com- 
pany Act is “more pertinent, if more pervasive’ than what SEC chooses to 
demean as “the limited regulation under the Interstate Commerce Act” (p. 9 
of SEC’s memorandum). The fact is that the Interstate Commerce Act grants 
to ICC more extensive powers of regulation over the issuance of securities 
than the Investment Company Act grants to SEC. Section 20a(2) of the 
Interstate Commerce Act requires ICC approval of all security issues of carriers 
prior to their issuance. Bank notes, guarantees and puts and calls are amongst 
the types of “security” which must be approved under section 20a(2). There 
is no comparable provision in the Investment Company Act. That act prohibits 
certain types of securities and specifies terms of others, as in sections 18 and 23, 
but requires no submission to, or approval of, SEC before the issuance of 
securities not prohibited by the statute. 

As examples of the careful investigation and detailed consideration which ICC 
gives to every proposed issuance of securities by Alleghany, we refer to a few 
of the Interstate Commerce Commission’s decisions in respect of Alleghany. 
See, among others, Alleghany Corporation Note (F.D. No. 16214), 271 ICC 848 
(1948) ; Alleghany Corporation Notes (¥F.D. No. 16567), 271 ICC 841 (1949); 
Alleghany Corporation Notes (F.D. No. 17005 and F.D. No. 17023), 275 ICC 813 
(1950) ; Alleghany Corporation Note (F.D. No. 17423), 282 ICC S807 (1951); 
Alleghany Corporation Stock (F.D. No. 17356), 282 ICC 806 (1951) ; Alleghany 
Corporation Notes (F.D. No. 17871), 282 ICC 817 (1952) ; Alleghany Corporation 
Securities (F.D. No. 17937), 282 ICC 818 (1952) ; Alleghany Corporation Stock 
(F.D. No. 18162), 290 ICC 806 (1953). Under no act administered by the SEC 
is approval by SEC generally required. It will be seen that the “limited regula- 
tion” by ICC as to the issuance of securities is considerably more “pervasive” 
than such regulation under the Investment Company Act of 1940. 

When ICC approves an issuance of securities by Alleghany, it takes into ac: 
count not only the interest of the investing public but the interest of the general 
rail transportation system of the country. The SEC lacks expertise in regard 
to transportation. It is perhaps because of SHC’s lack of expertise in regard 
to carriers and carrier holding companies that Congress has seen fit, in all 
acts relating to the work of the SEC, invariably to provide for the exemption 
of carriers and carrier holding companies. 
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Lest the impression be conveyed that ICC does not police the conduct of 
Alleghany’s officers and directors, and that only the Investment Company Act’s 
“pervasive” regulation would do so, we point to sections 20(7) and 20a(11) of 
the Interstate Commerce Act, among other statues to which Alleghany is sub- 
ject, which provide for jail sentences and fines for misconduct on the part of 
Alleghany’s officers and directors. 


JURISDICTIONAL DIFFICULTIES 


Section 50 of the Investment Company Act provides: 

“Except where specific provision is made to the contrary, nothing in this 
title shall affect * * * (2) * * * the jurisdiction of any other commis- 
sion * * * of the United States * * * in so far as such jurisdiction does not 
conflict with any provision of” the Investment Company Act. 

On the other hand, section 20a(7) of the Interstate Commerce Act provides 
that “the jurisdiction conferred upon [ICC] * * * shall be exclusive and 
plenary * * *.” 

If ICC’s jurisdiction is exclusive and plenary, then, under the proposed 
amendment, its jurisdiction necessarily would in the case of Alleghany “con- 
flict with” provisions of the Investment Company Act. Thus, SEC’s Investment 
Company Act jurisdiction would seemingly override that of ICC where there are 
conflicts. By the passage of this amendment, SEC will have divested ICC of 
jurisdiction in any conflicting areas, or, at the very least, be given a veto power 
over ICC’s determinations. 

Can it be SEC suggests that Alleghany’s stockholders need the “protection” 
of both the Investment Company Act and the Interstate Commerce Act, though 
no other company is so protected? Can this be necessary or advisable when 
Alleghany’s common stockholders have heretofore been so protected that the 
asset value attributable to the common stock has come for a minus $99 million 
in 1937 to over plus $100 million as of March 30, 1959? Can dual conflicting 
regulation be necessary or advisable to “protect” Alleghany’s preferred stock- 
holders when Alleghany has since 1937 satisfied over $100 million in preferred 
dividend arrearages? It seems that Alleghany’s stockholders have been ade- 
quately protected under the present statutory scheme of regulation. 


JOINT JURISDICTION HAS BEEN PUSHED AS FAR AS IT CAN GO; ADDITIONAL JOINT 
JURISDICTION WOULD CREATE IRRECONCILABLE CONFLICTS 


Passing the point that the plenary jurisdiction of ICC to regulate carrier 
holding companies will for the most part be destroyed by the enactment of the 
proposed amendment, and that the Investment Company Act has, in section 50, 
its own provision for assuring SEC primary jurisdiction, it may be pertinent to 
touch lightly on just a few of the many areas of conflict that would result from 
the amendment. Before doing that, we anticipate an SEC argument that con- 
flicts could be eliminated because the SEC can, if it wishes, by virtue of section 
6(c) of the Investment Company Act, “exempt any person, security, or trans- 
action” from that act. Not only is it wrong to subject ICC determination and 
the regulated company to the whim and caprice of the SEC, but recent Al- 
leghany history shows that SEC and ICC can and have held oppositely on im- 
portant Alleghany matters. ICC, after the fullest of consideration in an ad- 
versary proceeding, determined in a lengthy opinion that the best interests of 
the national transportation system and of investors in Alleghany justified the 
issuance of Alleghany’s 6 percent preferred stock. When a law suit was 
brought in respect of this matter and at a point when ICC’s jurisdiction was 
under a cloud, SEC, at Alleghany’s invitation, after the fullest of consideration 
in an adversary proceeding, considered the same matter and concluded in a 
lengthy opinion exactly the opposite of what ICC had held. The Supreme Court 
later not only upheld ICC’s jurisdiction over Alleghany but also upheld ICC’s 
approval of Alleghany’s 6 percent preferred stock issue. Alleghany investors are, . 
to say the least, delighted that SEC did not “protect” them, for the test of the 
market has redounded to their overwhelming benefit since the Supreme Court 
supported ICC and cleared the 6 percent preferred stock issue. 

Supposing the proposed bill had been law at the time Alleghany issued its 
6 percent preferred stock, Alleghany would have had to conduct two long, ad- 
ministrative trials before two agencies (one for approval, the other for an 
exemption), with two rules of procedure, two sets of administrative precedents 
and two different governing standards. The two agencies would have come 
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to two diametrically opposite conclusions, and Alleghany would have spent twice 
as much of its stockholders’ money to wind up with a stalemate. Alleghany 
would then have had to review both orders. The two acts have different review 
procedures. A review of the ICC’s order would be held before a statutory three 
judge court; a review of the SEC’s order would be held before the appropriate 
court of appeals. Each order might be upheld all the way to the Supreme 
Court, which Court could appropriately conclude that each agency acted prop- 
erly within the framework of its governing statute, and the stalemate would 
remain. Is this the nature of the “protection and safeguards” SEC envisons 
for Alleghany’s stockholders? 

Furthermore, if one agency approved an application of Alleghany and the 
other issued a conflicting order, Alleghany’s officers would be subject to different 
criminal and civil penalties for obeying or disobeying the order of one or the 
other of the Commissions. This anomalous result could not occur under such 
dual regulation as presently exists in nonconflicting areas. 

Amongst the multitude of conflicts in the two acts are, as SEC pointed out 
to the Supreme Court, the conflicting requirements as to the methods of keeping 
books of account. 

Complicated rules and regulations promulgated by the SEC under the Invest- 
ment Company Act provide for the manner and method that investment com- 
panies should use in keeping their books. Complicated and different rules and 
regulations promulgated by the ICC provide for how Alleghany should keep its 
books. Alleghany is prepared to keep two sets of books if it must, but why 
should it be compelled to do so? 

CONCLUSION 


Alleghany is already regulated to a fare-thee-well by both ICC and SEC. The 
seemingly innocuous language of the brief proposed amendment does not begin 
to suggest the ramifications of the proposal. The conflicts and confusions which 
would descend upon those charged with administration of the Investment Com- 
pany Act and the Interstate Commerce Act would very probably soon result in 
numerous requests for additional and necessary amendments to other provisions 
of both statutes to help untangle the inevitable legal snarls. The courts, too, 
could reasonably expect to have their congested calendars burdened by an influx 
of interpretive and review proceedings. There is more to this amendment than 
meets the eye. In the meantime, the so-called protections and safeguards of the 
Investment Company Act would be illusory. 





SUPPLEMENTAL MEMORANDUM DATED APRIL 21, 1959 


The amendment of section 3(c)(9) of the Investment Company Act of 1940 
(Investment Act) proposed by the Securities and Exchange Commission (SEC) 
will transfer ultimate jurisdiction over Alleghany Corp. (Alleghany), a carrier 
holding company, from the Interstate Commerce Commission (ICC), expert in 
the national transportation field, to the SEC which is entirely without experience 
in dealing with either the financial or operating problems of carriers and carrier 
holding companies. If adopted, it will not vest in the SEC a mere veto power. 
The ICC will still be required to carry on its complicated regulatory functions as 
to Alleghany in conformity with the procedures, principles, and tests set forth 
in the National Transportation Act. This regulation by ICC of Alleghany will 
be subject to the simultaneous or subsequent administration by the SEC of the 
radically different procedures, principles, and tests of the Investment Act, and, to 
the extent the findings and orders of the inexpert SEC conflict with those of the 
ICC, inexpertness will prevail. Alleghany will be in the middle. Alleghany 
will be the most profusely and diversely regulated corporation in the land. 

It is not as if there existed a void in the pattern of regulation. Deputy 
Attorney General Lawrence E. Walsh accurately expressed the existing law on 
this point when, as a member of a statutory three-judge court in 1957, he spoke 
for the unanimous tribunal.’ After stating that “The Commissioner’s duty 
under section 20a is for the protection of investors as well as persons dependent 
upon transportation,” he said: 


2 Breswick v. Alleghany, 156 F. Supp. 227, 234 (1957). iAlthough this decision was 
subsequently overruled in 355 U.S. 415, there is no indication that the Supreme Court had 
any quarrel with the quoted statement. 
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“While the dominant purpose of section 20a was to ensure sound railroad 
financing in the interest of the proper development of our transportation system, 
an important related aim was ‘to protect the investing public against the dis- 
sipation of railroad resources through faulty or dishonest financing’ (Sharf- 
man, “The Interstate Commerce Commission,’ vol. I, pp. 189, 190). 

“Throughout the history of this legislation, there was universal recognition 
of the interrelation of sound railroad financing and the protection of investors, 
the latter being essential to maintaining confidence in railroad investment (58 
Congressional Record 9160, 9163 (66th Cong., 1st sess.) ; Sharfman, “The Inter- 
state Commerce Commission,’ pp. 190-191 (19381). 

“* * * * Tf the people who have money will not invest it in the transportation 
enterprise, private ownership and operation under public control must necessarily 
fail. It is apparent, therefore, that any legislation which may be proposed 
upon the hypothesis of private ownership and operation must tender to the 
future investor reasonable security for the investment he is asked to make and 
reasonable assurance of such yearly return upon his money as will induce him 
to enter the field’ (S. Rept. 304, 66th Cong., Ist sess. (1919) ). 

“See also testimony of Commissioner Clark (Hearings before the Senate Com- 
mittee on Interstate Commerce on Extension of Tenure of Government Control 
of Railroads, vol. I, p. 343 (1919)) ; The New England Investigation (27 I.C.C. 
560, 616 (1913)); Matter of Consolidations & Combinations of Carriers (12 
I.C.C, 277, 306 (1907)); see also 21st Annual Report of Interstate Commerce 
Commission, page 24 (1907). 

“In 1913 and 1916, the House of Representatives passed legislation which 
substantially incorporated the provisions of the present section 20a. The House 
reports on these bills indicate recognition of the fact that one of the aims of 
the statute was to protect investors from the abuses of speculative financing 
(H. Rept. 681, pp. 3, 4 (63d Cong., 2d sess., 1914) ; H. Rept. 349, pp. 8, 9 (64th 
Cong., 1st sess., 1916)). This was made explicit by a question addressed to 
Mr Rayburn, a member of the House Committee on Interstate and Foreign 
Commerce, during debate on the 1913 bill: 

“‘*Mr, McKenzir. Is it not one of the main purposes of this bill to give stabil- 
ity and value to railroad stocks and bonds for the protection of the men and 
women who invest their money in these stocks and bonds in good faith, so that 
the rate to be charged by the railroads is not the only material fact in the bill? 

“‘Mr. Rayspurn. It [the rate charged] is not; but the gentleman’s question 
answers itself and answer it much better than I can, and I thank him for it’ 
(51 Congressional Record 9687 (63d Cong., 2d sess., 1914) ). 

“By exempting carrier securities from any State or Securities and Exchange 
Commission regulation, Congress has given further evidence that it looks to the 
ICC to protect the welfare of investors in considering stock issues under section 
20a. It is impossible to believe that Congress could have intended investors in 
earrier securities to be left without any of the protections afforded other in- 
vestors. When Congress exempted corporations like Alleghany from compliance 
with the provisions of the Investment Company Act, it manifested no intent to 
deprive stockholders in such companies of the safeguards provided for other 
investment companies, but merely an intent to avoid dual regulation. 

“In this regard we modify the view we expressed in our earlier opinion, 134 
F. Supp. 132, 140, footnote 9, in which we said: 

“The ICC control with respect to the issuance of securities is merely to 
protect against overissue, not to hold the balance between management and 
investor.’ 

“This was an overstatement; its emphasis upon the Commission’s primary 
responsibility neglected the secondary duty to protect public investors.” [KEm- 
phasis added. ] 

Before authorizing such a radical change in longstanding congressional policy 
it would seem eminently proper for Congress to insist that the SEC sustain the 
impossible burden of providing that either the principles, tests, and procedures 
prescribed by Congress in the Transportation Act are ineffective as a means of 
effectuating the public policy set forth therein, or that the present administra- 
tion of the act by ICC is inefficient. It would appear even more important 
that the SEC assume the embarrassing burden of establishing the necessity or 
at least the desirability of imposing upon carrier holding companies the addi- 
tional principles, tests, and procedures of the Investment Act and proving 
SEC’s own superior competence and expertness in the field of transportation. 
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To subject Alleghany to the dual regulatory test and procedures and to the 
final jurisdiction of the SEC contemplated by this amendment will inevitably 
enmesh it in such a web of dual and conflicting regulations, procedures, and 
constitutional litigation as to insure its slow strangulation. It should not be 
overlooked that the SEC as much as admitted this in a 1957 brief of the U.S. 
Supreme Court. (See Mar. 13, 1959, memorandum re this legislation. ) 


DISCRIMINATORY LEGISLATION—CONSTITUTIONALITY 


Although the amendment is drafted in general terms, it is primarily directed 
against Alleghany and Alleghany alone. This poses at the outset a serious 
constitutional question. Is it not unconstitutional discrimination to enact a 
law directed at One corporation? Is it not unconstitutional discrimination to 
enact a law which will have the effect of making that one corporation the 
only one subject to the dual and diverse jurisdiction of ICC and SEC? In 
the light of recent Supreme Court decisions such as Bolling v. Sharpe (347 
U.S. 497), it is submitted that this type of discrimination would so impinge 
upon the “American ideal of fairness’ and constitute such an unjustifiable 
discrimination “as to be violative of due process.” 

Through dealing with noncorporate subject matters, a careful analysis of 
the Bolling court’s reasoning strikes directly at the proposed discriminatory 
amendment, particularly as there is not the slightest evidence of the necessity 
for or desirability of adopting dual tests and procedures and shifting the ulti- 
mate jurisdiction from the ICC to the SEC. 

“The legal problem in the District of Columbia is somewhat different, how- 
ever. The fifth amendment, which is applicable in the District of Columbia, 
does not contain an equal protection clause as does the 14th amendment which 
applies only to the States. But the concepts of equal protection and due process, 
both stemming from our American ideal of fairness, are not mutually exclusive. 
The ‘equal protection of the laws’ is a more explicit safeguard of prohibited 
unfairness than ‘due process of law,’ and, therefore, we do not imply that the 
two are always interchangeable phrases. But, as this court has recognized, 
discrimination may be so unjustifiable as to be violative of due process” 
(pp. 498-499). 


THE CAPITAL STRUCTURE AND FINANCING OF CARRIER HOLDING COMPANIES 


Succeeding sections of this memorandum demonstrate that regulation of the 
capital structure of companies which control carriers cannot and should not 
be divorced from regulation of carriers themselves. If the application by the 
SEC of the tests and policies of the Investment Act to the Nation’s carriers 
(including carrier holding companies) could possibly contribute to the vast, 
intricate, and detailed regulation thereof by the ICC, the contribution could 
only be in the field of finance and then only if it can be demonstrated that 
the financial provisions of the Investment Act will permit capital structures 
and financing consonant with the needs and public duties of carriers and 
corporations controlling carriers and if it can be shown that the SEC has the 
same expertness as the ICC in appraising and balancing their needs, financial 
and otherwise, against their public obligations. It is submitted that the SEC 
has not and cannot demonstrate the necessity or desirability of applying the 
tests and policies of the Investment Act in this field or the sufficiency of its 
own expertness. 


CAPITAL STRUCTURE OF CARRIER HOLDING COMPANIES 


The existing capital structure of a carrier holding company is the end result 
of the regulation prescribed by section 5 of the Transportation Act. (49 U.S.C. 
5 and other sections thereof made applicable by sec. 5.) 

The purpose of section 5 as now constituted was to facilitate mergers and 
consolidations in the national transportation system, which inevitably involve 
changes in capital structures and the issuance or exchange of securities, subject 
to approval and regulation by the ICC. 

The Supreme Court has described the purposes of section 5. It said in County 
of Marin v. U.S. (356 U.S. 412, at p. 416) : 

“The congressional purpose in the sweeping revision of section 5 of the Inter- 
state Commerce Act in 1940, enacting section 5(2) (a) in its present form, was 
to facilitate merger and consolidation in the national transportation system. * * * 
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The Transportation Act of 1940 extended section 5 to motor and water carriers, 
and relieved the Commission of its responsibility to initiate the unifications. ‘In- 
stead, it authorized approval by the Commission of carrier-initiated, voluntary 
plans of merger or consolidation, if, subject to such terms, conditions, and modifi- 
eations as the Commission might prescribe, the proposed transactions met with 
certain tests of public interest, justice, and reasonableness * * *.’. [Emphasis 
added.] Schwabacher v. United States (834 U.S. 182, 193 (1948.) )” 

Any control of two or more carriers by whatever means accomplished, and 
any transaction resulting in the control of two or more carriers, subjects the 
parties in such control to the jurisdiction of the ICC. Most of the subsequent 
activities and transactions of such a controlling party once subjected to the 
jurisdiction of the ICC must continue to meet the tests and restrictions of and 
comply with all the procedures of section 5 and in addition, section 20(1) to (10), 
inclusive, and section 20a(2) to (11), inclusive, among others. All these sec- 
tions must be construed together. They place a controlling party under a 
formidable array of restrictions and regulations in the public interest. Marshall 
Transport Co. v. U.S. (822 U.S. 31). 

The following brief general summary of the ICC regulations applicable to 
such a controlling party fully demonstrate how elaborately the investor in 
earrier holding companies is already protected and the interests of the general 
public are already preserved, and how fatal to the interests of both the neces- 
sity of complying with the tests and restrictions of the Investment Act might 
prove to be: 

(1) All transactions which would render a party subject to the jurisdiction 
of the ICC under section 5, are subjected in the ICC’s discretion to a hearing 
which must afford all interested parties an opportunity to be heard, and may be 
approved only if the ICC finds that the terms, conditions, and modifications 
imposed are just and reasonable and consistent with the public interest (sec. 
5(b)). 

(2) In passing upon such a transaction, the ICC must give weight to the 
effect of the transaction on adequate transportation service to the public; the 
effect upon the public interest of including or excluding other carriers: the total 
fixed charges resulting, and the interest of the carriers’ employees (sec. 5(2) 
(c)). 

(3) No such transaction shall be approved which contemplates a guarantee or 
assumption of the payment of interest or fixed charges or which will result in an 
increase of total fixed charges except on a specific finding by the ICC that such 
transaction will not be inconsistent with, or contrary to, the public interest (sec. 
5(3) (e)). 

(4) No such transaction may be approved unless it provides a fair and equi- 
table arrangement to protect the interests of the railroad employees (sec. 
5(2) (f)). 

(5) Any control of two or more carriers accomplished directly or indirectly 
by any transaction or means or by common directors, officers, stockholders, hold- 
ing or investment companies, voting trust, or any other means is illegal unless 
approval of the ICC is obtained as provided in section 5(2). (See sec. 5(4), 
(5), (6).) 

(6) The ICC upon complaint or on its own motion may investigate any 
violations of section 5(4) (see par. (5) above), and prevent the continuation 
of any such violation (see. 5(7)). 

(7) The district courts of the United States are given jurisdiction to restrain 
any violations on complaint of the ICC (sec. 5(8)). 

(8) The ICC may make supplemental orders with respect to orders issued 
under sections 5(2) and (7) (sec. 5(9) ). 

(9) The authority conferred on the ICC by section 5 is exclusive and 
plenary and any transaction approved by the ICC, with the assent of a 
majority of the voting stock of the regulated corporation or such other vote as 
may be required under the jurisdiction applicable to its incorporation, vests 
authority in a participating corporation to carry such transaction into effect 
without the approval of any State authority and relieves the officers and 
directors from the operation of the antitrust laws (sec. 5(11) ). 

(10) Any person or corporation subject to ICC jurisdiction by virtue of 
section 5 is required to make reports under oath, maintain a uniform system 
of accounts, permit the inspection and copying thereof, including inspection of 
physical facilities and may incur serious penalties, fines, and imprisonment for 
failure or refusal so to do (Sec. 20(1) to (10) inclusive). 
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(11) It is unlawful for any carrier, including any carrier holding company, 
to issue any of its securities or assume any obligation or liability as lessor, 
lessee, guarantor, indorser, surety or otherwise, in respect of the securities of 
any other person, unless upon application under oath to the ICC and after 
investigation by it of the purposes and uses of the proposed issue and the 
proceeds thereof or of the proposed assumption of obligation or liability, it 
shall find such issue or assumption is for some lawful object within its corporate 
purposes, compatible with the public interest and consistent with the proper 
performance of its public service (sec. 20a(2)). In connection with such 
issues or assumptions, the ICC has power to issue such orders as it may deem 
necessary or appropriate in the premises and modify the same from time to 
time as to the particular purposes and uses to which the securities theretofore 
authorized or the proceeds thereof may be applied (sec. 20a(3)). The Gover- 
nors of each State in which the applicant operates must be notified by the 
ICC, and the interested State authorities have the right to make representa- 
tions on behalf of the rights and interests of such State (sec. 20a(6)). 

(12) The jurisdiction of the ICC under section 20a is exclusive and plenary 
and the issuance of securities and assumption of obligations and liabilities in 
accordance with the provisions of section 20a require no other approval (sec. 
20a(7)). 

(13) Short-term notes maturing not more than 2 years after date and aggre- 
gating, together with all other similar notes, not in excess of 5 percent of the 
par value of all securities outstanding may be issued without the filing of an 
application if within 10 days the same information as contained in an applica- 
tion with respect to such notes is filed with the ICC. Any funding of such short- 
term notes requires compliance with the application procedure provided by 
section 20a (2) to (8) inclusive (sec. 20a(9) ). 

(14) The ICC is directed to require periodical or special reports with respect 
to the disposition of all securities issued, including short-term notes, and the 
application of the proceeds thereof (sec. 20a (10) ). 

(15) Securities issued or obligations or liabilities assumed without the author- 
ization of the ICC are void, but no security issued or obligation or liability as- 
sumed in accordance with any order of authorization entered before said issuance 
or assumption, shall be rendered void by procedural defects. Innocent pur- 
chasers acquiring such void securities or assumptions of obligations or liabilities 
are permitted to recover their damages jointly and severally against all those 
participating in the void transaction, or if rights were acquired directly from the 
carrier, an innocent party may rescind the transaction and recover the consider- 
ation paid. Those guilty of participating in such void issue or assumption may 
be fined $1,000 to $10,000 and imprisoned from 1 to 3 years. 

It is clear from the foregoing that the ICC, in approving the capital structure 
of and the issue of securities by a carrier holding company such as Alleghany, 
must consider many factors of public policy and interest with which the stand- 
ards and tests of the Investment Act have no concern whatsoever and with re- 
spect to which the SEC is entirely unfamiliar. 

For example, the capital structure and the type of financing that will promote 
the financial integrity of a carrier holding company and induce desirable mergers 
and consolidations in our national transportation system is almost entirely 
dictated by the character of the carrier securities in its portfolio. This is so 
because of necessity the securities issued by a carrier holding company must 
reflect all the factors affecting the type of securities issued by the operating 
carriers. Because our carriers are regulated utilities and their earnings are so 
largely dependent upon the rates they are permitted to charge, the true value of 
their securities in the portfolio of a carrier holding company has for decades 
been measured almost exclusively by an earnings potential test. The asset test 
has been honored merely by lip service and the Supreme Court has uniformly 
sustained the validity of the earnings test as a basis for the issuance of securities. 
The validity of this test is inherent in the national transportation system and 
not even the adoption of a system, like that of the Investment Act, permitting the 
issuance of securities on an asset formula based entirely on actual physical 
valuations could eliminate the necessity of an earnings potential test in this 
changing transportation environment. 

The folly of subjecting a carrier holding company to additional and conflicting 
philosophies and principles, together with restrictions, tests, and procedures 
designed to promote the same, on the pretext that the investor needs further pro- 
tection even at the risk of wrecking the public policy embodied in the National 
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Transportation Act, can best be demonstrated by quoting from the ICC’s own 
estimate of its functions and duties. 


~=— 


In ex parte 158, 257 ICC 129, the ICC commented on its duties under section 
20a as follows: 

“In the exercise of our power to prescribe rates we are directed to give due 
consideration, among other factors, ‘to the need, in the public interest, of adequate 
and efficient railway transportation service at the lowest cost consistent with 
the furnishing of such service; and to the need of revenues sufficient to enable 
the carriers, under honest, economical, and efficient management to provide such 
service. We have considered it our duty under the act to investigate and 
point out, as inconsistent with efficient and economical management, glaring 
instances of what we consider improvident and wasteful expenditures, and we 
have always regarded the supervision of prices at which securities are issued 
as one of Our most important duties in approving the issue of securities under 
section 20a.” (pp. 134-135) 

“In the performance of our duties under section 20a we are entitled to, and 
insist upon having before us, evidence which in our opinion is the best that 
can be presented as to the fairness and adequacy of the price at which a rail- 
road proposes to issue its securities. In determining whether a price is fair 
and adequate, we must consider it in relation to the other requirements which 
we must find have been met before we can approve an issue. There must be 
findings that the proposed issue is compatible with the public interest; that it 
is consistent with the proper performance by the issuer of its service to the 
public as a common carrier; and that it will not impair the ability of the 
issuer to perform that service. This requires that we consider the price from 
the standpoint of the issuer, the investors, and the public. The price must be 
fair alike to issuer and to investors. The price is fair to the investors if they 
pay no more for the securities than they would pay in the market for com- 
parable securities. It is fair to the issuer when it approximates the price of 
comparable securities less a reasonable amount for necessary advice and assist- 
ance in marketing the securities. An adequate price need not be the highest 
price which could be obtained for the securities. It should be the best price 
that can be obtained under the circumstances. It would not be adequate if the 
issuer could get a higher price without impairing its ability to reach the capital 
markets or without injury to its credit. It would not be adequate if the issuer 
could market on better terms securities of a difference type better adapted for 
meeting the financial requirements and problems of the issuer. 

“For the purpose of determining whether an applicant under section 20a is 
getting a fair and adequate price for its securities, we require that it justify 
the price at which it proposes to sell them in the light of existing markets and 
market conditions, and with the aid of our own staff make an independent 
check and investigation of the question.” (p. 159) 


ALLEGHANY’S CAPITAL STRUCTURE 


It was in this background setting that Alleghany’s existing capital structure 
developed. It is a result of a long series of financial transactions approved by 
by the ICC in compliance with the elaborate procedures prescribed by section 
5. The character of its securities was dictated by its investment in carrier 
securities and by ICC regulation under the principles and tests of the National 
Transportation Act. They were not designed to meet the tests, restrictions, 
and regulations of the Investment Act and indeed they have never been rep- 
resented or issued as investment company securities. No investor has been misled 
and no investor is under any misapprehension as to the fundamental characteris- 
tics of the securities issued by Alleghany. 

Nevertheless, it is now proposed to subject Allaghany’s operations and its 
securities to restrictions, tests and regulatory procedures which, in many re- 
spects, are basically in conflict with ICC sanctioned principles and policies gov- 
erning Alleghany’s operations and its issuance of securities, and which Congress 
intended should be applied only to otherwise totally unregulated companies 
which prior to the Investment Act were free to ignore the national public in- 
terest and the interest of investors. The adoption of the proposed amendment 
will pose a potential threat to the contract rights of many of Alleghany’s secu- 
rity holders and to Alleghany’s legitimate operations. Although the consum- 
mation of such potential threats should be defeated, it could involve costly and 
time-consuming litigation. The mere existence of sue’ possibilities will inevi- 
tably and irreparably materially damage Alleghany wnd its investors. 
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ALLEGHANY’S WARRANTS 


The outstanding perpetual warrants of Alleghany were issued in connection 
with a securities exchange transaction designed to reduce accumulated dividends 
and improve the financial stability of the company in return for a stake in its 
future. The present value of these warrants as appraised in the marketplace is 
a tribute to the sound judgment of the company’s management and the ICC in 
respectively proposing and approving the transaction. 

Nevertheless, because the elimination of Alleghany’s section 3(c) (9) exemp- 
tion would result in paramount jurisdiction over Alleghany being vested in the 
SEC under section 50 of the Investment Act, the SEC would seemingly be vested 
with the power to prohibit the honoring of such warrants because, when issued, 
the precise procedure prescribed by the Investment Act was not followed and 
the characteristics of the warrants were not in accord with the standards of 
section 18(d) of the Investment Act and because at any given time the honoring 
of the warrants might require a sale below the prevailing asset value of the com- 
mon stock, as computed under that act, in possible violation of section 23(b) of 
said act. The contract rights and obligations inherent in these warrants were 
duly approved by the stockholders of the company and by the ICC and no con- 
tract right so authorized by a governmental agency should be subject to such a 
threat even though any attempt to exercise such power obviously would ulti- 
mately, after protracted and costly litigation, be sricken down as unconstitu- 
tional. 

ALLEGHANY’S 6 PERCENT CONVERTIBLE PREFERRED STOCK 


Inasmuch as the SEC as recently as November 1956 held that Alleghany’s 6 
percent convertible preferred stock is not a “senior security” as defined in sec- 
tion 18(g) of the Investment Act (despite its undisputed priority over the com- 
mon stock as to distribution of assets and payment of dividends) but is a “right 
to purchase” and, as such, falls within the prohibition of section 18(d) of the 
Investment Act, there is even a danger that the legislation now proposed could 
be utilized to prevent the holders of the 6 percent convertible preferred stock 
from exercising their conversion rights. To be sure, that prejudicial decision 
of the SEC does violence to the plain meaning of the Investment Act, but it 
stands as the only expression extant of the SEC’s attitude toward Alleghany’s 
6 percent convertible preferred stock. The administrative decision of SEC was 
never reviewed by the courts because the U.S. Supreme Court’s action in Bres- 
wick v. Alleghany (353 U.S. 151 (1957)) rendered it a nullity. If the SEC 
should persist in regarding this convertible preferred stock as a warrant under 
section 18(d) and not the senior security that it is, that Commission could 
destroy the value of that security by treating it as a warrant within the meaning 
of secion 23(b) rather than as the convertible security which it is. The dire 
possibilities forecast above in the discussion of Alleghany’s warrants would then 
apply with equal vigor to the 6 percent convertible preferred stock. It must be 
remembered and emphasized that SEC tried to invalidate Alleghany’s securities 
after they had reached the marketplace and after their issuance had been ap- 
proved by ICC. There can be no stronger evidence that SEC has opposite tests 


from ICC for carrier holding companies and that overriding SEC jurisdiction 
just will not work. 


ISSUANCE OF SECURITIES BY ALLEGHANY 


Again, by virtue of such paramount jurisdiction vested in the SEC, it would 
have the power to prevent, subject to certain exceptions, the issuance by 
Alleghany of any of its securities for services or property other than cash or 
securities (sec. 23(a) of the Investment Act) or the issuance or sale of any 
senior security (debt or stock) which fails to meet the asset coverage test 
prescribed by said act (sec. 18, Investment Act). If at any particular time 
the senior securities of Alleghany should fail to meet the asset coverage test, 
the SEC would have the power to prevent the issuance and sale of such securi- 
ties although duly authorized by corporate action and valid orders of the ICC. 
Even the right to resell its own securities duly acquired and held in the Treas- 
ury within the restrictions of the Investment Act could be prohibited. 





2 Sec. 50 provides that in all cases of conflict with the jurisdiction of other Commissions 
under other statutes, the Investment Act shall control. 
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Perhaps the most shocking threat to the enforcement of contract rights con- 
tained in section 18 of the Investment Act is the prescribed shift of voting 
rights to senior securities in the event the asset coverages thereon fall below 
prescribed minimum (sec. 18(a)(1)(¢e)-2(c) of the Investment Act). The 
threat can be implemented by refusal of the SEC to permit the issuance or sale 
of such securities. 

REORGANIZATIONS 


Any reorganization, consolidation or merger participated in by Alleghany, 
which could well directly involve a railroad and which would in any event be 
duly authorized by the ICC as desirable and in conformity with the public 
policy of the National Transportation Act, could, by virtue of the purported 
paramount jurisdiction vested in the SEC by section 50 of the Investment Act, 
be so hampered by advisory opinions of the SEC and by appeals to separate 
and distinct district courts of the United States as to nullify for all practical 
purposes said public policy (sec. 25 of the Investment Act). It is difficult to 
justify the advocacy by the SEC that it be given this power of interference, ex- 
cept on the assumption that it believes the ICC incompetent to determine in its 
investigation and evaluation of reorganization plans whether or not there has 
been gross misconduct or overreaching in formulating such plans. The burden 
is certainly on the advocates, who seek such power of interference with the 
duties of another governmental agency, to establish such incompetence or advance 
some more generous explanation. 

The interference described above with respect to mergers and consolidations 
contemplated by section 5 of the Transportation Act will not be confined thereto 
since the definition of reorganizations in the Investment Act includes in addi- 
tion to mergers and consolidations (1) a sale of 75 percent or more in value of 
assets; (2) a restatement of capital or an exchange of securities for outstanding 
securities of the issuer; (3) a voluntary dissolution or liquidation; (4) a re- 
‘apitalization having for its purpose the elimination of the rights, preferences 
or privileges of any class of securities; and (5) an exchange of securities for 
securities of another company or companies for the purpose of effectuating any 
of the foregoing (sec. 2(a) (32) of the Investment Act). The foregoing indi- 
ates that the SEC’s power to interfere under the provisions of section 25 of 
the Investment Act will be extended to practically every financial activity of 
Alleghany presently subject to the regulation of ICC. 


THE CONFLICT WITH ICC RESULTING FROM SEC’S POWER UNDER SECTION 17 OF THE 
INVESTMENT ACT 


The power to interfere under section 25 of the Investment Act, pervasive as it 
is, pales into insignificance compared with the power the proposed amendment 
will permit SEC to wield under section 17 of the Investment Act over many 
activities of the more than 70 actual rail carriers included in or affiliated with 
the New York Central Railroad system. The New York Central is constantly 
reshuffling the form of its control relationships with carriers in its system in 
the interest of accomplishing financial transactions or operational changes with 
greater legal ease. These changes all constitute “acquisitions of control” within 
the meaning of section 5 of the Interstate Commerce Act. As such they are all 
subject to careful review by the ICC and Alleghany is necessarily a party to 
each of the applications for approval. Now, because the New York Central is 
an affiliated person of Alleghany and virtually all of the carriers in the New 
York Central system are affiliated persons of Central (as that term is defined 
in sec. 2(a) (3) of the Investment Act), SEC proposes to make most and perhaps 
all of these railroad activities its concern. ICC could approve, but SEC could 
override the approval and expressly forbid under section 17 of the Investment 
Act. It would be but another instance of inexpertness prevailing over expert- 
ness. ICC would cease to be a coordinate Government agency and become a 
subordinate body. 

SEC has stated its duty under section 17 in its memorandum opinion in the 
Matter of EB. I. dw Pont de Nemours and Company (34 SEC 531, 534 (1953)): 

“Section 17 of the Investment Company Act calls upon us to determine, among 
other things, the fairness and reasonableness of certain transactions in securi- 
ties or property to which investment companies or their affiliated persons are 
parties. The Congress found in section 1(b) of the act that such transactions 
adversely affected the national public interest and the interest of investors, 
when they were effected otherwise than in the interest, of all security holders. 
The review called for by section 17(b) was designed to counteract such adverse 

42560—59——_36 





556 SEC LEGISLATION 


effect, and under the congressional declaration of policy in section 1(b) we are 
obligated to interpret section 17 to mitigate and, so far as is feasible, to elimi- 
nate the possibility of such transactions being consummated contrary to the 
interest of security holders.” 

To single out just three of the limitless kinds of ICC approved transactions 
which, if the SEC proposal is enacted, railroads controlled by Alleghany could 
not consummate without SEC’s imprimatur, we suggest the following: 

1. The transfer of securities by an affiliated person of a registered invest- 
ment company to a person presumptively controlled by such invstment company. 

2. An acquisition by an affiliated person of a registered investment company 
of securities from a person presumptively controlled by such investment company. 

3. The statutory merger of two non-investment-company affiliates of a regis- 
tered investment company. 

The first two of the foregoing illustrations paraphrase those which SEOC’s 
Du Pont decision (p. 532) held to be within the scope of-that Commission’s sweep- 
ing section 17 power. The other is a restatement of the fact situation in SEC’s 
decision in the Matter of Phoenix Securities Corporation (9 S.E.C. 241 (1941)). 
In 1941 SEC took the view that the Phoenix facts were not within section 17’s 
ambit, but Du Pont says the SEC’s 1941 limit on its own section 17 power is not 
to be considered “any longer as authoritative in the construction of section 
17(a).” The list could be multiplied dozens of times over. The mere thought of 
the infinite additional types of transactions which ICC would cease to have 
ultimate control over is staggering in the extreme. It is not only Alleghany 
and its stockholders whose interests would be affected, but also the interests of 
the dozens of railroads in the New York Central System and the stockholders 
of each of them. 

DUPLICATIONS AND NUMEROUS CONFLICTS 


The duplications and conflicts to which Alleghany would be subjected if the 
proposed amendment should be adopted could be elaborated herein at greater 
length. To do so would merely further emphasize in varying degrees the basic 
fallacies and defects of the proposal. No such elaboration seems necessary 
or desirable to establish the basic unfairness to Alleghany of the proposal or the 
threat it poses to a proper regulation and administration of the policies and 
purposes of the National Transportation Act, to say nothing of the havoc it would 
wreak on the orderly conduct of the functions of the two coordinate administra- 
tive agencies which would be saddled with its interpretation and implementation. 


CONCLUSION 


It is no answer to the problems presented above and particularly the con- 
stitutional questions which could arise as a consequence of the adoption of the 
proposed amendment, to point to section 6(c) of the Investment Act as a de- 
vice which will permit the SEC to escape any unconstitutional activity. If 
there is no intention on the part of the SEC to regulate the capital structure and 
issuance of securities of carrier holding companies (such regulation being the 
heart of the Investment Company Act) in conformity with the restrictions, 
tests, and procedures of such act, the proposed amendment is without a purpose 
or an objective The contacts of Alleghany with the SEC in the past, however, 
as well as SEC’s prior unsuccessful efforts to convince ICC to voluntarily 
relinquish its plenary jurisdiction over Alleghany, strongly point to a desire 
and intent by the SEC to subject the operations of Alleghany, including its 
capital structure and financing, to regulation under the tests of the Investment 
Act by any means available. If there is any possibility that the proposed 
amendment might authorize unconstitutional action by the SEC, it, of course, 
should not be placed on the statute books where it will give rise to constant 
threats of litigation againsts the legitimate operations and activities of Alle 
ghany, already subject to adequate regulation by ICC To place such a threat 
in the hands of any governmental agency is not conducive to the development 
of public confidence in the agency or its determinations. 

To make Alleghany the victim in SEC’s administrative struggle for power, 
to place Alleghany’s stockholders again in the vise they were in before the Su- 
preme Court upheld ICC’s jurisdiction over Alleghany in 1957, is to injure the 
innocent investor and reflect unfavorably upon the competence of the ICC. 

It is submitted that the proposed amendment poses so many doubts as to its 
constitutionalilty, and the desirability and necessity of its adoption for the 
purposes and objectives anticipated, it should be rejected in the interest of fair- 
ness to the ICC, if not Alleghany. 
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(The following was ordered inserted in the appendix.) 


MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION ON PROPOSED 
AMENDMENT TO SECTION 3(C) (9) OF INVESTMENT COMPANY AcrT oF 1940 


Alleghany Corp. has objected to the proposed amendment of section 3(c) (9) 
of the Investment Company Act of 1940. The gist of the objections is (i) that the 
proposed amendment is directed solely against Alleghany and is unconstitu- 
tional; (ii) that regulation under the Investment Company Act is unnecessary 
because the Interstate Commerce Act provides Alleghany’s security holders 
with greater protection; and (iii) that Alleghany and its carrier affiliates will 
be subject to conflicting dual regulation by the SEC and the ICC. 

The SEC will show by this memorandum that the first two of these objections 
are wholly without merit and in many respects frivolous, and that, as respects 
the third objection, there will be no dual regulation in respect to matters of 
direct importance to the national transportation policy. 


I. THE LOOPHOLE UNDER EXISTING LAW 


As the committee is aware, section 3(c) (9) of the Investment Company Act 
excepts from the definition of an investment company any company which is 
subject to regulation under the Interstate Commerce Act, and generally speaking, 
also excepts their controlled companies which hold securities of issuers which 
are themselves subjeet to such regulation. 

This provision makes it possible for an investment company to escape the 
provisions of the Investment Company Act, by the simple expedient of using a 
portion (which might be relatively minor) of its assets to acquire control of 
two or more carriers, thus subjecting itself to regulation under some or all 
of the provisions of the Interstate Commerce Act specified in section 5(3) there- 
of. The significance to the national public interest of this possibility becomes 
readily apparent when it is realized that any one of the approximately 500 
registered investment companies with total assets of over $18 billion, by the in- 
vestment of a few hundred thousand dollars in interstate transportation carriers 
might avoid the regulation which Congress intended to apply to investment 
companies. 

The Commission has not made a detailed study of the number of companies 
which might be affected by the proposed amendment. Such information can 
only be obtained by an exhaustive search of the financial reporting services or 
other sources. Several instances can be cited, however, in which Commission 
jurisdiction would have been clearly established had the proposed amendment 
been the law. 

There is presently registered under the Investment Company Act the Ameri- 
can Hawaiian Steamship Co. The company for many years had been engaged 
in intercoastal shipping both directly and indirectly through controlled com- 
panies. It disposed of all of its shipping interests and invested substantially 
all of its assets in securities. The company holds an irrevocable certificate of 
convenience and necessity granted by the Interstate Commerce Commission, and 
is required only to file reports with the ICC. For this reason it claimed that it 
was excepted from the definition of an investment company under section 
3(c) (9) and refused to register. Only after the Commission instituted action 
in the Federal district court to prevent a continued violation of the Investment 
Company Act did it register thereunder on February 24, 1959. Its counsel stated 
that in his opinion the company was entitled to the exception of section 3(c) (9) 
but would register to avoid further litigation. 

The Detroit & Cleveland Navigation Co. presented a fact situation almost 
similar to that of American Hawaiian Steamship Co. However, the company 
voluntarily surrendered the certificate of convenience and necessity to engage in 
shipping and voluntarily registered under the Investment Company Act in 1954. 

In the case of Alleghany Corp. it had registered under the Investment Com- 
pany Act on November 1, 1940, and had remained subject to regulation there- 
under until October 4, 1945, when the SEC terminated the registration be- 
cause of the entry of an order in that year by the ICC, under section 5(2) of 
the Interstate Commerce Act, subjecting Alleghany to regulation under certain 
provisions of the Interstate Commerce Act. In 1945, immediately before the 
SEC terminated Alleghany’s registration, 86 percent of Alleghany’s assets of 
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The following table shows the composition of Alleghany’s 
the basis of market prices at May 25, 


proximately $165 million. 


1959, 


it sold the 


It also sold all of its other 


Since 
and 


assets which, on 
of marketable securities, total ap- 
































| Market 
value or Percent of 
principal total assets 
| amount | 
Investors Diversified Services, Inc., common stock (an investment company | Thousands 
registered under the Investment Company Act of 1940) _- $92, 140 56 
New York Central RR- ialsinsarseienialatasa ass ose semnetle 28, 400 | 17 
Webb & Kn: App, notes - - : 19, 950 | 12 
Missouri Pacific RR Co. common stock..__.--.............. 11, 442 | 7 
Miscellaneous notes and other securities 13, 068 8 
Total home ces ike acat 165 , 000 100 
t 
From an earnings point of view, the following table presents the major source 
of Alleghany’s income for the past 5 years: 
| 1954 1955 | 1956 1957 1958 
— ——|——_| | 
New York Central Railroad,! dividends__--| 7 $1, 577, 000 | $2, 575, 008 | $2, 525, 515 |...--, ss 
Missouri Pacific Railroad Co, dividends Tee |---- 4, 620 $5, 280 
Investors Diversified Services, Inc., divi- | | | 
I Raita Bhi ai ie, nin cet atbsinsen |------- === Bsc Sok Bxpatey inca | 803, 545 1, 249, 959 
Notes, interes t2 _ a ia cal ln aioe aie $246, 796 ‘| 342, 7 714 1, 099,951 | 1,347, 691 1, 376, 955 
PR INNS Ra nt cd oowe a contene el 1, 429, 319 | 591, 665 462, 822 407, 047 8, 376 
hd rising atk a aes ae | 1,676,115 | 2,511, 37 9 | fi 137, 781 | 5, 088, 418 2, 640, 570 








1 In this same 5-year period Alleghany’s interest in the undistributed earnings applicable to its common 
stock holdings of New York Central and Investors Diversified Serv ices, Inc,, has not been reflected in the 
foregcing table. These should, of course, be taken into consideration. 


? Since 1956 interest on notes primarily represents interest at the rate of 5 percent per annum on $19,950,000 
of notes of Webb & Knapp. 


The foregoing portrayal of Alleghany’s assets is not to be considered a de- 
termination by the SEC of Alleghany’s status as an investment company. That 
determination, if the proposed bill is adopted, will be made in a proper ad- 
ministrative proceeding. These figures are presented, however, to show that 
Alleghany falls within the presumptive test of an investment company which 
is contained in section 3(a)(3) of the statute. As will be explained later, this 
section raises the presumption of an investment company, generally speaking, 
if more than 40 percent of the assets, on a value basis, consist of investment 
securities. 

These figures are also presented to show the wholly misleading nature of 
Alleghany’s statements to this committee that “62 percent of Alleghany’s in- 
vestments on a cost basis are stock of the New York Central Railroad Co. * * * 
and the Missouri Pacific Railroad Co.” and that it “owns stock, representing 
1.4 percent on a cost basis of its total portfolio in an investment company, In- 
vestors Diversified Services, Inc.” 

On a cost basis Alleghany’s total assets amount to approximately $65,648,000, 
on a value basis $165 million. The IDS stock which Alleghany holds had a cost 


of approximately $1,200,060 in 1949 while its market value now approximates 
The MoPac stock which cost approximately $26 million has a 


$92 million. 
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market value of approximately $11,500,000. On a cost basis 62 percent is in- 
vested in rails; on a value basis 24 percent. 

It would indeed be hard to imagine a better illustration than that here pres- 
ent of the vital importance to investors of receiving information about the assets 
of their company on the basis of their market value rather than simply their 
cost, as required by the Investment Company Act and not by the Interstate 
Commerce Act. 


II. CONSTITUTIONALITY OF THE PROPOSED AMENDMENT 


As shown, the proposed amendment is of general application encompassing 
a class of persons; namely, those who are subject to regulation under the Inter- 
state Commerce Act but nevertheless are primarily engaged in the business 
of investing, reinvesting, owning, holding or trading in securities. We do not 
presently know how many companies would be within the reach of the proposed 
amendment. Even assuming only Alleghany would be affected by the amend- 
ment, it would not be unconstitutional for such reason. 

The 5th amendment, unlike the 14th amendment, contains no equal protection 
clause, and provides no guarantee against discriminatory legislation by Con- 
gress.. However, discrimination, if gross enough, is equivalent to confiscation 
und subject, under the fifth amendment, to challenge and annulment.? The 
Supreme Court has stated the test to be: 

“* * * whether in the light of all the facts and circumstances there was any 
substantial basis for the conclusion. * * *”* 

The reasons which impelled the Congress to provide for the regulation of 
investment companies are amply and expressly set forth in section 1(b) of the 
act... This, without more, would seem sufficient basis for the modification of an 
exception originally allowed as a matter of legislative grace. Indeed, if Congress 
may not constitutionally restrict the area of exception it would seem that it was 
powerless in the first place to adopt the exception. 

Moreover, the exception, designed to protect shareholders of a railroad hold- 
ing company from the possible burden of dual regulation, may be used, and has 
been used, by companies which are essentially investment companies to deprive 
these stockholders of the protections and safeguards of the Investment Company 
Act. Furthermore, in the case of water carriers and freight forwarders the ICC 
does not even have jurisdiction over security issuances although such jurisdiction 
as exists has formed the basis for a claim for a section 3(c) (9) exception as in 
the case of American-Hawaiian Steamship Company. 

There would, thus, seem to be ample basis upon which the Congress may rely 
in amending section 3(c) (9). All companies falling within the section would be 
subject to like treatment. There is here no classification of an arbitrary and 
capricious nature. Certainly there is no taking of property without due process 
of law. 

We turn now to discuss the argument advanced by Mr. Wallace that regulation 
of Alleghany is unnecessary because it is presently regulated “to the hilt” by the 
ICC, and that such regulation provides all the basic protections to investors con- 
templated by the Investment Company Act. We shall discuss (1) the purpose 
and scheme of regulation under the Investment Company Act; (2) the history 
of section 3(c) (9) ; (3) ICC regulation of holding companies and the purpose of 
such regulation; (4) the comparative investor protection afforded by ICC regu- 
lation under section 20a of the Interstate Commerce Act and under provisions 
of the Investment Company Act. We shall also set forth in appendix A various 
transactions of Alleghany which were not regulated by the ICC but which, had 
Alleghany been a registered investment company, would have required exemption 
or approval by the SEC in the interests of investors before they could have been 
consummated. 


1 Detroit Bank v. United States, 317 U.S. 329, 337 (1943); La Belle Iron Works v. 
United States, 256 U.S. 377, 392 (1921); Stewart Machine Co. vy. Davis, 301 U.S. 548, 
584-585 (1937); Sunshine Coal Co. v. Adkins, 310 U.S. 381, 400, 401 (1940) ; Helvering 
v. Lerner Stores Co., 314 U.S. 463, 468 (1941); Brushaber v. Union Pacific R. Co., 240 
U.S. 1, 24 (1916). ; ; 

2 Steward Machine Co. v. Davis, 301 U.S. 548, 585 (1957); Currin v. Wallace, 306 U.S. 
1,138 (19389). 

8 Kiyoshi Hirabayashi v. United States, 320 U.S. 81, 95 (1943). 

#15 U.S.C. 80a—1(b). 
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III. PURPOSE AND SCHEME OF REGULATION UNDER THE INVESTMENT COMPANY ACT 


Generally speaking, it is the purpose of the Investment Company Act to sub- 
ject to its regulation all “large liquid pools of the public’s savings” which have 
been entrusted to others for investment.® Section 1 of that act recites the adverse 
effects on the national public interest which the Congress found to flow from 
the abuses to which such pools of capital were subjected. The act provides for 
the registration and regulation of any company which falls within the definition 
of an investment company. Section 3(a)(1) of the act defines as an investment 
company any company which is primarily engaged, or holds itself out as being 
primarily engaged, in the business of ‘investing, reinvesting, or trading in secu- 
rities.. To cover situations in which such primary engagement is not readily 
apparent because the company is either directly, or through controlled companies, 
engaged in an industrial or other business together with investing in securities, 
section 3(a)(3) raises the presumption of an investment company if, generally 
speaking, more than 40 percent of the company’s assets consist of securities other 
than those of majority-owned subsidiaries. 

Section 3(b) (2) provides a means for rebutting the presumption raised by 
section 3(a)(38) upon a showing that the company is primarily engaged in a 
business or businesses other than that of an investment company. 

Counsel for the Commission stated to the Congress with respect to section 
3(b) (2): 

“That [section 3(b)(2)] will fortify the exemption of companies which are 
essentially industrial corporations or railway companies which may have a sub- 
stantial part of their assets in marketable securities.” ° 


IV. LEGISLATIVE HISTORY OF SECTION 3(C) (9) 


The original bill, 8. 3580, contained no counterpart of section 3(c)(9). The 
exemptive provisions of section 3(b), previously referred to, were considered 
sufficiently broad to have made any specific exemption unnecessary. 

This was recognized by R. V. Fletcher, counsel for the Association of Ameri- 
ean Railroads, who submitted the precursor of present section 3(c)(9). Thus, 
Mr. Fletcher stated: “A careful examination of S. 3580 rather indicates that 
perhaps the bill was not intended to cover railroads and their subsidiaries.” * 
Nevertheless, he submitted section 3(c)(9) as a “clarifying” amendment “in 
order that all doubt might be removed.” ® 

In other words, the amendment was intended to make clear that a company 
which was primarily not an investment company but a railroad or a railroad 
holding company, i.e., controlling and operating railroad companies, was to be ex- 
cluded from the operation of the Investment Company Act. It is to be noted that 
the presently proposed amendment to section 3(c) (9) is fully consistent with this 
original intention and would preserve the exclusion originally contemplated. 
The amendment is intended only, as more fully pointed out below, to preclude 
the use of the section 3(c) (9) exception by a company which is not primarily 
a railroad or railroad holding company, but primarily an investment company. 

Mr. Fletcher, in the context referred to earlier, pointed out the desirability of 
avoiding “any overlapping of authority or any conflict between two Government 
agencies regulating the same matter,” particularly in light of the provisions of 
S. 2903 which had passed the Senate and was then pending before the House. 
The provisions of that bill, proposing amendments to the Interstate Commerce 
Act, would have granted the Interstate Commerce Commission extensive powers 
over the investment transactions of railroads and their noncarrier investment 
company subsidiaries. It was pointed out that the then existing provisions of 
the Interstate Commerce Act were not adequate to protect the interests of in- 
vestors in railroad securities. S. 2903 did not become law, and the Wheeler-Lea 


5 Hearings before Senate Committee on Banking and Currency on S. 3580, pt. 1, p. 88 
(76th Cong., 3d sess.), hereinafter referred to as Senate hearings. 

* Senate hearings on S. 3580, pt. 1, p. 177. 

7 Senate hearings on S. 3580, pt. 2, p. 777. 

® Thid. 

® Commissioner Eastland, speaking on behalf of the Interstate Commerce Commission, the 
sponsor of S. 2903, stated. inter alia. that because of the lack of powers over the invest- 
ments of railroads in subsidiaries, which in turn invested in noncontrolling interests in 
railroad and other securities, that the law as then in force was not “adequate to protect the 
investor in railroad securities.”” Hearings hefore a subcommittee of Committee of Interstate 
Commerce on S. 2610 (successor to S. 1810 and subsequently amended and reintroduced as 
S. 2903), 76th Cong., 1st sess., p. 30. 
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bill, which was subsequently enacted, contained no comparable provisions, thus 
leaving unchanged, in the substantive respects here relevant, the provisions of 
the Interstate Commerce Act described below. 


Vv. ICC REGULATION OF HOLDING COMPANIES AND ITS PURPOSES 


Railroad holding companies were first subjected to regulation by the ICC 
pursuant to the provisions of the Emergency Railroad Transportation Act of 
933 (48 Stat. 217-220). The legislative history of that act makes it abundantly 
clear that its purpose was twofold, namely, (i) to prevent, through the holding 
company device, the unification of operating railroads without the ICC supervi- 
sion Which was contemplated by the Transportation Act of 1920; and (ii) to pre- 
vent the holding companies from creating top-heavy capital structures which 
would create pressures on the operating railroad subsidiaries to indulge in 
unsound financial practices in order to service excessive amounts of holding 
company fixed-return securities.° The applicable provisions of the Interstate 
Commerce Act are as follows: 
Section 5(2) provides, in pertinent part: 
“(a) It shall be lawful, with the approval and authorization of the Com- 
mission— 
* os * * ~ om * 
“(i) * * * For a person which is not a carrier to acquire control of two 
or more carriers through ownership of their stock or otherwise; or for a 
person which is not a carrier and which has control of one or more carriers 
to acquire control of another carrier through ownership of its stock or 
otherwise; * * * 


“< * * * * * * 


“(e) In passing upon any proposed transaction under the provisions of 
this paragraph (2), the Commission shall give weight to the following 
considerations, among others: (1) The effect of the proposed transaction 
upon adequate transportation service to the public; (2) the effect upon 
the public interest of the inclusion, or failure to include, other railroads in 
the territory involved in the proposed transaction: (3) the total fixed 
charges resulting from the proposed transaction; and (4) the interest of 
the carrier employees affected. 


* * * * * * *« 


“(e) No transaction which contemplates a guaranty or assumption of 
payment of dividends or of fixed charges, shall be approved by the Com- 
mission under this paragraph (2) except upon a specific finding by the 
Commission that such guaranty or assumption is not inconsistent with the 
public interest. No transaction shall be approved under this paragraph (2) 
which will result in an increase of total fixed charges, except upon a specific 
finding by the Commission that such increase would not be contrary to public 
interest.” ™ 

Section 5(3) of the Interstate Commerce Act provides as follows: 

“(3) Whenever a person which is not a carrier is authorized, by an order 
entered under paragraph (2), to acquire control of any carrier or of two or 
more carriers, such person thereafter shall, to the extent provided by the Com- 
mission in such order, be considered as a carrier subject to such of the following 
provisions as are applicable to any carrier involved in such acquisition of con- 
trol: Section 20 (1) to (10), inclusive, of this chapter, sections 304 (a) (1) and 
(2) to (11), inclusive, of this chapter, and section 314 of chapter 8 of this title 
(which relate to reports, accounts, and so forth, of carriers), and section 20a 
(2) to (11), inelusive, of this chapter, and section 314 of chapter 8 of this title, 
(which relate to issues of securities and assumptions of liability of carriers), 
including in each case the penalties applicable in the case of violations of such 
provisions. In the application of such provisions of section 20a of this chapter 
and of section 314 of chapter 8 of this title, in the case of any such person, the 
Commission shall authorize the issue or assumption applied for only if it finds 
that such issue or assumption is consistent with the proper performance of its 


10 Hearings before the House Committee on Interstate and Foreign Commerce on H.R. 
9059, 72d Cong., 1st sess., pp. 67-74; see also pp. 247-250. 

11'The phrase “public interest” as used in sec. 5(2) of the Interstate Commerce Act, as 
amended, means “public interest in the maintenance of an adequate rail transportation 
system.” (United States v. Lowden, 308 U.S. 225.) 
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service to the public by each carrier which is under the control of such person, 
that it will not impair the ability of any such carrier to perform such service, 
and that it is otherwise consistent with the public interest.” 

Sections 20(1) to 20(10) relate primarily to the authority of the ICC in con- 
nection with railroads and certain other carriers to require the filing of annual, 
periodic and special reports; they authorize the ICC to prescribe the times and 
forms for filing reports; and to establish uniform systems of accounts, rates of 
depreciation charges, and the forms of any accounts, records and memoranda to 
be kept (to which the ICC shall have access) ; they prescribe penalties for failure 
to comply with such requirements and authorize the institution of mandamus 
proceedings to compel compliance. 

Motor carriers and water carriers are subjected to similar regulatory pro- 
visions by chapters 8 and 12, respectively, of the Interstate Commerce Act. 
Sections 20a(2) to 20a(11), in general, require the prior approval of the ICC 
for the issuance of securities and the assumption of liabilities. Section 314 
subjects motor carriers and controlling persons thereof to the provisions of 
section 20a, but no provision is made for the regulation of water carriers or 
freight forwarders in this respect. 


VI. COMPARISON OF INVESTOR PROTECTION AFFORDED UNDER THE INTERSTATE 
COMMERCE ACT AND UNDER THE INVESTMENT COMPANY ACT 


(a) Financial structure 


The standards of sections 5 (2) and (38) and 20a(2) of the Interstate Com- 
merce Act for approval of the issuance of securities or assumption of liabilities 
by a holding company are designed essentially for the protection of the under- 
lying carriers subject to its control, although questions of fairness to security 
holders have been given consideration by the ICC. The primary objective of 
these sections is the prevention of excessive fixed charges at the holding com- 
pany level determined on a case-by-case basis in light of the purposes for which 
the securities are issued, and the capital structures of the controlled companies. 
To the extent that railroads and railroad holding companies attain sound 
financial structures, investors will undoubtedly be benefited. 

The capital structure requirements of the Investment Company Act are more 
definitive and particularly pertinent to an investment company, whether diver- 
sified or nondiversified. Section 18 of the Investment Company Act, in recog- 
nition of the adverse effect on the public interest found by the Congress to result 
from excessive senior securities contains specific limitations and requirements 
as to the senior securities which may be issued by a registered closed-end in- 
vestment company.” Its purposes are twofold, namely, to afford adequate pro- 
tection to the holder of the senior security itself, and to prevent the common 
stock of the investment company from becoming unduly speculative as a result of 
the leverage which attends senior securities. 

Section 18(a) of the Investment Company Act prohibits the issuance of senior 
securities representing indebtedness unless there is a minimum asset coverage 
of 300 percent for all such indebtedness, and provision is made to prohibit divi- 
dends or distributions on the capital stock unless these asset coverages exist. 
Similarly, the issuance of senior securities representing preferred stocks is pro- 
hibited unless there is a minimum asset coverage of 200 percent for the com- 
bined indebtedness and preferred stock, and certain other restrictive investor 
safeguards are included, sach as the power to control the board of directors in 
the event of specified defaults in preferred stock dividends and dividend restric- 
tions. Long-term warrants are prohibited by section 18(d) ; common stock must 
have equal voting rights pursuant to section 18(i). Section 23 contains restric- 
tive provisions covering the sale of an investment company’s stock at less than 
its net asset value. 


(b) Other protective measures not covered by the Interstate Commerce Act 


Because of its different primary objectives, the Investment Company Act con- 
tains provisions in addition to those noted above which are not touched upon in 
the Interstate Commerce Act. Section 21, for example, prohibits “upstream 


12 Sec. 1(b) (7). of the act provides that ‘“‘the national public interest and the interest of 
investors are adversely affected— 


~ om ™ s 
“(7) when investment companies by excessive borrowing and the issuance of excessive 


amounts of senior securities increase unduly the speculative character of their junior 
securities; * * *,” 
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loans” by an investment company to a controlling person. Section 23 is designed 
to protect investors from dilution or discriminatory treatment upon the repur- 
chase by the investment company of any of its outstanding stock. 

A most important provision designed to protect the investment company 
against improvident self-dealing transactions with “insiders,” and other affiliated 
persons, is found in second 17 (a) and (b), which prohibit most insider transac- 
tions unless excepted by specific order of the Commission pursuant to a find- 
ing, among other things, that “the terms of the transactions, including the con- 
siderations to be paid or received, are reasonable and fair and do not involve 
overreaching.” The statute provides for a hearing at which interested persons, 
including public investors, may be heard and present evidence bearing on the 
question of whether the foregoing statutory standard has been satisfied. In 
addition, protective measures are contained in subsections (d), (e), (f), (g), 
(h), and (i) of section 17. Subsection (d) prohibits ’insiders” from par- 
ticipating jointly with the investment company in certain transactions in con- 
travention of SEC rules to prevent unfairness to the investment company. Sub- 
section (e) prevents rebates, indirect commissions, or “kickbacks” on the pur- 
chase and sale of the investment company’s properties or securities and the 
charging of excessive brokerage commissions; subsections (f) and (g) contain 
provisions designed to safeguard the assets of the company by custodial arrange- 
ments and the bonding of persons with access to cash or securities; subsections 
(h) and (i) prohibit certain exculpatory charter or bylaw provisions which 
would purport to protect certain insiders from liability to the company for 
willful misconduct, bad faith, gross negligence, or reckless disregard of their 
duties. 

Other investor protective measures provided by the Investment Company Act 
pertinent to the type of investment company here involved include: requirements 
for a minimum number of independent directors (sec. 10); requirements for 
specific statements of the investment policies of the company and a requirement 
that stockholders must consent to any change therein, (secs. 8(b) and 13(a)); 
restrictions against pyramiding of investment companies (sec. 12(d)) and cross- 
ownership (sec. 20(c)); provisions covering the election of directors (sec. 
16(a)) and the appointment of independent accountants (sec. 32). The Com- 
mission is authorized to bring suit to enjoin plans of reorganization believed 
to be grossly unfair (sec. 25(c)) and to cause the removal of management found 
to be guilty of gross misconduct or gross abuse of trust (sec. 36). Section 19 
requires that the source of dividends, whether from capital or earnings, be 
disclosed to shareholders. 

Reporting requirements under both acts are discussed below. 

The foregoing presentation should make it abundantly clear that just as 
the basic purposes of the Interstate Commerce Act and the Investment Company 
Act differ, so do the kinds of regulation imposed under both acts differ and 
the powers granted to the agencies administering this regulation. While both 
overlap in a limited area, they do not necessarily coincide nor are they co- 
extensive. Some of the transactions in which Alleghany has engaged, which 
were not subject to the approval of the ICC but would have been subject to the 
approval of the SEC in the interests of investors, are set forth in appendix A. 

In the light of the foregoing there would seem to be no basis for Mr. Wallace’s 
statement that the ICC jurisdiction and scrutiny in the interests of investors 
is “more sweeping and pervasive” than the jurisdiction specifically designed for 
those interests in the Investment Company Act. We need note only that Chair- 
man Tuggle, of the ICC, in his letter to the Senate, dated June 16, 1959, stated 
that he sees “no good reason why either a carrier or a noncarrier which is pri- 
marily engaged in the business of an investment company should be exempt from 
the broader regulation applicable to other investment companies which is pro- 
vided for in the Investment Company Act,” save for limited purposes. 


VII. CONCURRENT REGULATION BY THE SEC AND THE ICC 


As the committee is aware we have submitted a revised section 7, which 
would add a new paragraph (C) to section 3(c) (9) and add a new section 6(f) 
to the act. These revisions have been worked out with the Interstate Com- 
merce Commission. Their purpose and effect is set forth in a separate memo- 
randum submitted herewith. The bill as revised would (a) subject the in- 
vestment activities of these essentially investment companies to regulation under 
the Investment Company Act and (0) subject the carrier and related activities 
of these companies and their operating subsidiaries to the exclusive regulatory 
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jurisdiction of the Interstate Commerce Act. It also embodies an accommodation 
in those areas in which, because of the dual nature of the companies involved 
as investment companies with control over carriers or with some carrier opera- 
tions, their activities may impinge on the national public interest as it is ex- 
pressed in the Investment Company Act and as it is expressed in the Interstate 
Commerce Act. 

The area of overlapping jurisdiction is, fortunately, not great. As noted, the 
ICC has jurisdiction over the acquisition of control of two or more carriers by 
persons who are not carriers. The Investment Company Act requires only 
that the intention to acquire such control be stated among the investment 
policies which the company adopts. No conflict is to be anticipated here. 

If the acquisition of control over carriers is to be made from an affiliated per- 
son of the investment company, it would require a finding by the SEC under 
section 17 that it was a fair transaction before it might be consummated. 
However, the SEC is of the view that such an acquisition is essentially a ear- 
rier operation as a “unification of railroads,’ and therefore of direct concern 
to the ICC in the implementation of the national transportation policy. Ac- 
cordingly, as manifested in the new section 6(f), we propose that a transaction 
of this character be subjected only to the scrutiny of the ICC. Presumably 
the ICC’s powers are sufficiently pervasive to consider any unfairness aspect 
of the matter. Similarly, were this hypothetical acquisition of a controlling 
block of stock of a railroad to be financed by the issuance of securities, ICC 
approval thereof under section 20a would be required. If these securities meet 
the standards of section 18 of the Investment Company Act no approval of the 
SEC would be required even if the company were fully subject to the require- 
ments of the Investment Company Act. Here again, since the unification of 
railroads is at issue and the security issuance is incidental, we propose in sec- 
tion 6(f) to make section 18 inapplicable to this type of transaction and thus 
preserve the exclusive and plenary jurisdiction of the ICC under section 20a. 

In keeping with our approach where matters of carrier operations are directly 
involved, we further propose in section 6(f) that companies which are pri- 
marily engaged in carrier or related operations and which are affiliates of an 
investment company, be exempted from the affiliate restrictions of section 
17 of the Investment Company Act in their transactions between themselves 
or with other persons relating to their carrier or related operations. This 
exemption contained in new section 6(f), is designed to reach the problems 
which Mr. Gray, counsel to the New York Central, outlined in his statement 
to this committee. 

So far as the investment activities of the investment-holding company are 
concerned, many of these activities are beyond the reach of the Interstate Com- 
merce Commission and presently are unregulated. The effect of the revised bill 
would be to subject certain of these activities to regulation solely under the 
Investment Company Act. Obviously no conflict of regulation will arise in these 
situations.” 

We turn now to the areas in which there will be dual regulation, namely, the 
issuance of securities, accounting, and reporting. 

We propose that the issuance of securities by investment-holding companies, 
for purposes other than the financing of carrier or related operations or the 
acquisition of control over carriers, be subject to regulation under the Interstate 
Commerce Act and the Investment Company Act. 

In a given case the provisions of section 18 of the Investment Company Act 
may impose more restrictive standards on the issuance of senior securities (i.e., 
debt and preferred stocks) than may be thought necessary by the ICC under 
section 20a in order to limit the parent company’s fixed charges in the interests 
of controlled carriers and their security holders. It is difficult to see how com- 
pliance with these more restrictive standards will detrimentally affect these 
interests. To the extent that the converse situation obtains the ICC jurisdiction 


will remain and its exercise will be without detriment to the parent company 
investors. 


% Certainly, the many unregulated transactions in which Alleghany has engaged, shown 
in appendix A, do not evidence a particular concern for the interests of investors in its 
subsidiary railroad securities whom Alleghany now so vigorously seeks to protect from the 
alleged inexpertise of the SEC. We do not comment upon the protection afforded the 
interests of Alleghany’s own investors to be found in these unregulated transactions since 
many of them formed the basis of derivative stockholders’ actions which are now in the 
process of settlement. 
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Similarly, the interests of carriers and their security holders would not be 
adversely affected if a parent investment company could not finance its invest- 
ment activities, or make adjustments in its capital structure, by the use of long- 
term warrants or rights to purchase common stock, which are proscribed by the 
provisions of section 18(d) of the Investment Company Act. 

Alleghany has represented to this committee that the ICC in approving the 
exchange of its convertible 6 percent preferred stock for its outstanding 5% 
preferred stock determined that the “best interests of the national transporta- 
tion system and of investors in Alleghany justified the issuance of Alleghany’s 
6 percent preferred stock.” Alleghany would thus imply that the action of the 
SEC in failing to exempt the issuance of this stock from section 18(d) of the 
Investment Company Act was detrimental to these interests. Contrary to Alle- 
ghany’s representation the ICC stated: 

“It does not appear that the proposed issue will adversely affect any carrier 
under the control of the applicant, or impair such carrier’s ability to serve the 
public. Nor, with the modification hereinafter stated, does it appear that the 
proposal will be unfair or inequitable to any class of the applicant’s stock- 
holders.” It then made the statutory findings required by the act.“ 

The preferred stock exchange was designed as a method of eliminating the 
arrears on the outstanding preferred stock, which had been accumulating for 
over 25 years. Thus, the impediment to payment of dividends on Alleghany’s 
common stock would be removed. Other methods of accomplishing this ob- 
jective existed. The record created before the SEC disclosed that these alterna- 
tives were not considered by Alleghany’s management to be as advantageous to 
the holders of common stock. The SEC found that the new preferred stock was in 
essence a right to purchase common stock within the intendment of section 
18(d) of the act. This right to purchase was not only a highly volatile and 
speculative security, but it rendered the common stock as well highly volatile 
and speculative. Both securities were rendered inherently difficult to evaluate 
and the very experts introduced to support the exemption application differed 
sharply as to values. In the light of the entire record, the SEC couid not find the 
exemption consistent with the protection of investors. 

Because of the adverse effect of this type of security on investors, both present 
and future, the Investment Company Act proscribes management’s choice to issue 
this type of security and compels a more conventional method of accomplishing 
the objectives sought by the proposed exchange, It is this kind of restriction 
on management’s choice made in the interests of one class of its security 
holders, which causes Alleghany’s present obsession with “strangulation,” rather 
than dual regulation. 

Section 23 of the Investment Company Act would also be applicable to the 
issuance of securities for investment purposes. Generally speaking, section 23 
prohibits the issuance of securities for services or property and prevents the 
issuance of common stock at less than net asset value. Refusal of the SEC 
or ICC to permit the issuance of watered securities or securities resulting in 
dilution would not adversely affect either interest these agencies seek to pro- 
tect, nor would it create any conflict. 

Of the same genre are the conflicts which Alleghany suggests might exist if 
the SEC invokes the powers under section 25 of the Investment Company Act to 
“thwart” ICC approval of securities. The only powers under section 25 which 
could be used in the manner suggested are those granted to a district court of 
the United States to enjoin the consummation of any plan of reorganization 
which the court determines “to be grossly unfair or to constitute gross miscon- 
duct or gross abuse of trust on the part of officers, directors, or investment ad- 
visers of such registered company or other sponsors of such plan.” Even were 
the farfetched assumption to be made that the ICC would approve the issuance 
of securities in connection with such a plan, its plenary and exclusive jurisdic- 
tion may in any event be thwarted under existing law by a suit of stockholders. 
Section 25 merely grants the SEC the power to bring proceedings, in the statu- 





% The ICC found that the transactions were “consistent with the proper performance of 
its service to the public by each carrier which is under the control of such corporation, that 
it will not impair the ability of any such carrier to perform such service, that it is other- 
wise consistent with the public interest, and that it (a) is for lawful objects within its 
corporate purposes and compatible with the public interest, which are necessary and 
appropriate for and consistent with the proper performance by such carrier of service to 
the publie as a common carrier, and which will not impair its ability to perform that 
service, and (b) is reasonably necessary and appropriate for such purposes.” 








566 SEC LEGISLATION 


tory words, “upon behalf of security holders of such registered company, or any 
class thereof.” It creates no new conflicting rights. 

Section 30 of the Investment Company Act, as interpreted by the SEC, imposes 
no requirements as to the keeping of accounts other than compliance with sound 
accounting principles. This would not require any changes in the method of in- 
ternal accounting followed by the type of investment companies we are concerned 
with here. The reports required to be filed with the SEC under the Investment 
Company Act would contain all of the substantive data and most of the details 
contained in the reports currently being filed with the ICC. The reports to the 
SEC would be supplemented, however, with data essential to the interests of in- 
vestors, such as disclosure of realized gains or losses on investments, statements 
of unrealized appreciation or depreciation of investments, information showing 
the value as well as the cost of each investment and information showing sepa- 
rately the distribution made to shareholders from net investment income and 
from realized gain on investments. Information is also required as to ratios of 
operating and management expenses to average value of total net assets and 
total investment income. 

Any fears that the interests of the consumer and investor public in carriers 
might be adversely affected by concurrent SEC regulation of these investment 
companies are wholly without foundation. The SEC is fully aware of the impact 
of parent company activity on its subsidiaries and the consumer and investment 
interests therein. Indeed, the fundamental purposes of the Public Utility Hold- 
ing Company Act of 1935, which the SEC administers, is the protection of the 
public interest and the interests of investors and consumers. To this end ex- 
tensive powers over the affairs of electric and gas utility holding companies and 
their operating subsidiaries are granted the SEC. State regulation of operating 
utility companies is thus to be made more effective. Similarly, certain electric 
utility companies which are subject tot he Federal Power Commission jurisdic- 
tion in respect of rates, accounting, and other regulatory matters, are also sub- 
ject to the SEC's concurrent jurisdiction, which is paramount in the event of 
conflict. 

Alleghany has sought to create the impression that if it were subject to regu- 
lation under the Investment Company Act many of the securities which it has 
issued would be unlawful and to the extent that conversion or exchange rights 
exist thereunder they would be inoperable. The Investment Company Act has 
never been construed to invalidate the rights created by securities which were 
issued by companies in good faith at a time when they were not subject to the act. 
Alleghany’s status at the time it issued its outstanding securities has been 
definitively determined by the Supreme Court of the United States. We do not 
believe, as Alleghany has suggested to the SEC, that the bill need include specific 
provisions to affirm the validity of these contract rights. 


APPENDIX A 


This appendix contains a summary of various transactions in which Alleghany 
has engaged since October 4, 1945 which would have been subject to regulation 
under the Investment Company Act had Alleghany been registered under that 
act. This summary is not represented as being definitive since the SEC does 
not have knowledge of all of the activities and transactions of Alleghany since 
it ceased to be a registered investment company. We have examined available 
reports and other information filed by Alleghany with the SEC and from this 
source have made up the following list of transactions which would have required 
an order of approval or exemption prior to their consummation, or would have 
been prohibited under one or more provisions of the act had Alleghany been a 
registered investment company during that period. The inclusion of a trans- 
action in the list is not in any sense intended to imply that it would not have 
been approved or exempted by the SEC upon appropriate application therefor 
and the development of an adequate record. We shall also show whether such 
transaction, under the current proposals of the SEC, would have been subject 
to the exclusive regulation by either the SEC or ICC or dual regulation. 


(a) Transactions involving section 17 of the Investment Company Act 

(1) The last of Alleghany’s interest in the C. & O. was sold to Cyrus S. Eaton 
on or about January 18, 1954. Inasmuch as Mr. Eaton was chairman and presi- 
dent of Portsmouth Steel Corp., 18 percent of whose voting securities were then 
owned by Alleghany, this was a sale of Alleghany to an “affiliated person” 
(Eaton) of an “affiliated person” (Portsmouth) of an investment company as 
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defined in the Investment Company Act. Assuming the applicability of that act, 
the transaction was not carried out in conformity with section 17 because it was 
not exempted by the SEC. This was not subject to regulation by the ICC and 
would not be so subject. 

(2) On July 15, 1954 Clint W. Murchison and Sid Richardson sold to Alleghany 
an aggregate of 300,000 shares of New York Central for $7,500,000. In connec- 
tion with the sale, separate joint venture agreements were entered into between 
Alleghany and Murchison Bros., and between Alleghany and Richardson, in 
which Murchison Bros. and Richardson each borrowed from Alleghany the sum 
of $3,750,000. Sid Richardson and Clint W. Murchison and Murchison Bros. 
are affiliated persons of affiliated persons of Alleghany. Assuming the applica- 
bility of the Investment Company Act, the sale of stock to Alleghany would 
be a transaction between Alleghany and affiliated persons of affiliated persons 
of Alleghany and would have been subject to section 17(a) (2), and, in the case 
of the loan, section 17(a)(3) of the Investment Company Act of 1940. These 
transactions were not subject to ICC regulation and would not be so subject. 

(3) On January 20, 1950, Robert R. Young and Allan P. Kirby, officers and 
directors (i.e. affiliated persons) of Alleghany, transferred to Alleghany certain 
shares of Alleghany’s preferred stock, series A, on which dividends were in 
arrears to the extent of approximately $103 per share in exchange for the com- 
mon stock of IDS, the cost of which to Alleghany was $392,800. Section 17(a) (2) 
would have applied to the exchange because it constitutes a purchase of the IDS 
stock within the meaning of the Investment Company Act. This transaction was 
not subject to ICC regulation and would not be so subject. 

(4) During 1952 Herman R. Neff, a director of Alleghany (i.e. affiliated per- 
mes borrowed $67,500 from Alleghany in connection with the purchase for 

$67,500 by Neff from Allegany of 5,000 shares of stock of Portsmouth Steel 
Corp. Section 17(a)(3) would have applied to the borrowing and section 
17(a) (2) to the purchase. This transaction was not subject to ICC regulation 
and would not be so subject. 

(5) Alleghany has a continuing joint-venture agreement with Murchison Bros. 
(affiliated person of an affiliated person) for various types of property and secu- 
rity transactions. This agreement contemplates the making of Alleghany of se- 
cured loans to Murchison Bros. Section 17(a)(3) would apply to the loans 
and section 17(d) would appear to apply to the joint venture. The transactions 
entered into pursuant to the joint venture have not been subject to ICC regula- 


tion, nor has the joint venture agreement, and apparently would not be so 
subject. 


(b) Transactions involving other sections of the 1940 act 


(6) In the spring of 1949 Alleghany purchased over 91 percent of the out- 
standing voting stock of IDS. Section 12(d) provides that “it shall be unlawful 
for any registered investment company * * * to purchase or otherwise acquire 
* * * any security issued by * * * (1) any other investment company * * *” 
except under certain circumstances not here pertinent. This transaction was 
not subject to ICC regulation and would not be so subject. 

(7) The purchase on January 20, 1950, by officers of Alleghany of stock of 
IDS was made pursuant to an offer extended only to the officers of Alleghany 
to tender their preferred stock, series A, of Alleghany in exchange for the 
stock of IDS. Section 23(c) prohibits a registered closed-end investment com- 
pany from purchasing any securities of any class of which it is the issuer, ex- 
cept, “(2) pursuant to tenders, after reasonable opportunity to submit tenders 
given to all holders of securities of the class to be purchased; or (3) under such 
other circumstances as the Commission may permit by rules and regulations or 
orders for the protection of investors in order to insure that such purchases 
are made in a manner or on a basis which does not unfairly discriminate against 
any holder of the class or classes of securities to be purchased.” 

8) On October 24, 1952, Alleghany offered to the holders of its cumulative 
54 preferred stock, series A, the right to exchange a share of such stock for 
a newly created 5 percent sinking fund debenture, series A, due November 1, 
1952, in the principal amount of $100 and a warrant unlimited in time to sub- . 
scribe for and purchase 20 shares of the common stock of Alleghany at a price 
of $3.75 a share. 

Section 18(a) (1) would have prohibited the issuance of the debenture because 
the exception in section 18 for refundings does not except the refunding of 
preferred stock by indebtedness. 
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In addition, section 18(d) would have prohibited the issuance of the sub- 
scription warrants without limitation as to time. The issuance of the deben- 
ture and warrants was subject to ICC regulation and would continue to be so 
subject as well as being subject to SEC regulation. 

(9) On August 6, 1957, Alleghany granted to David W. Wallace, an officer, 
a restricted stock option to purchase up to 25,000 shares of its common stock 
at a price of $8.37 per share on or before May 2, 1961. This issuance is but one 
of several such issuances pursuant to a plan adopted in 1951 for the issuance of 
options to officers. Section 18(d) would be applicable to this long-term right 
to purchase common stock. 

The issuance of common stock pursuant to the option was subject to regula- 
tion by the ICC and would continue so subject in the event that SEC exempted 
the option from the prohibitions of section 18(d). 


(The following were ordered inserted in the appendix to the rec- 
ord. Reference will be found on p. 239.) 


F-8965 
INTERSTATE COMMERCE COMMISSION 


FINANCE Docket No. 18656? 


LOUISVILLE & JEFFERSONVILLE BRIDGE AND RAILROAD COMPANY 
MERGER, ETC. 


Submitted April 14, 1955. Decided May 24, 1955 


Upon consideration of petitions herein granted in part, previous order by division 4, ap- 
proving and authorizing the merger of the properties of the Louisville & Jefferson- 
ville Bridge and Railroad Company, and necessary corporate rearrangements related 
thereto; holding that Alleghany Corporation is a carrier subject to the provisions of 
portions of certain sections of the Interstate Commerce Act: and terminating effective 
portions of the order of June 5, 1945, in Finance Docket No. 14692, affirmed. Pre- 
vious report 290 I.C.C. 725. Request for hearing denied. 


Appearances as shown in prior report; also, Thomas G. Meeker, and Myron S. 
Isaacs for Securities and Exchange Commission, Joseph B. Hyman, George Brus- 
sel, Jr., for interveners, and Randolph Phillips for himself as intervener. 


REPORT OF THE COMMISSION ON RECONSIDERATION 


By THE COMMISSION: 


In this proceeding, by report and order of March 2, 1955, 290 I. C. C. 725, 
division 4 approved and authorized merger of the properties and franchises of 
the Louisville & Jeffersonville Bridge and Railroad Company (Jeffersonville) 
into the Cleveland, Cincinnati, Chicago & St. Louis Railway Company (Big 
Four) for ownership, management, and operation, and through that company, 
continued control of the said properties and franchises by The New York Cen- 
tral Railroad Company (Central) and the Alleghany Corporation (Alleghany) ; 
modified the lease of January 2, 1930, between Big Four and Central respecting 
operation of the properties of Big Four; continued Alleghany under the pro- 
visions of section 20 (1) to (10), inclusive, and section 20a (2) to (11), inclu- 
sive, of the Interstate Commerce Act, hereinafter called the act; terminated the 
effective portions of the order of June 5, 1945, in Finance Docket No. 14692; and 
retained jurisdiction to make such further order or orders as may be necessary 
or appropriate. 

The Securities and Exchange Committee (S. E. C.) on April 1, 1955, filed a 
petition for reconsideration and reversal of the division insofar as it holds Alle 
ghany to continue to be a carrier subject to provisions of the act under sec- 
tion 5 (3). The petition reiterates the contentions submitted in 8. E. C.’s memo- 
randums filed September 14 and December 14, 1954 (discussed at length under 
appropriate headings in the division’s report). Alleghany and Central filed 
replies to the petition. 

A petition for rehearing and reconsideration was filed March 21, 1955, on 
behalf of Lewis D. Gilbert and John Gilbert and Breswick & Company, seeking 
reconsideration of orders by division 4, dated February 9 and 15, and March 2, 
1955, denying and dismissing their previously filed petitions for leave to intervene 





2 Also embraces Finance Docket No. 14692, Chesapeake ¢€ O. Ry. Co. Purchase, 261 I.C.C. 
239 and 271 I.C.C. 5. 
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in the proceedings herein. In a joint petition with the said Gilberts filed March 
28, 1955, one Randolph Phillips on his own behalf, requested leave to intervene 
in these proceedngs and in Finance Docket No. 18866, Alleghany Corporation 
Stock, pending determination by the division, and to join in the petition for 
rehearing and reconsideration filed by the Gilberts: and on April 11, 1955, an 
amended petition for leave to intervene in the three proceedings was filed jointly 
by the Gilberts, Breswick, and Phillips. The amendatory petition is premised 
upon an opinion dated April 6, 1955, rendered in Breswick & Co. v. Alleghany 
Corporation (Civil Action 98-371), by the United States District Court, Southern 
District of New York, which collaterally held that the interests of minority 
stockholders in proceedings under sections 5 and 20a of the act must be con- 
sidered and protected by us. They request reconsideration and reversal of the 
report and order of March 2 and denial or dismissal of the application therein 
considered. They also request denial of application of Alleghany in Finance 
Docket No. 18866 for authority to issue stock. In the alternative they request 
that all the proceedings be set for hearing. Alleghany filed replies to the petition 
on March 28, 1955, and to the amended petition on April 14, 1955. 

For the purposes of giving consideration to their contentions with respect to 
the proceedings here under consideration, the Gilberts, Breswick & Co., and 
Phillips are permitted to intervene therein, and to be treated as parties to the 
record as of the date of this report. 

For the reason that the interveners are concerned primarily with the interpreta- 
tion of paragraphs (2) and (3) of section 5 of the act, and their application to 
the facts disclosed in these proceedings, it is our opinion that there is no need 
to order a hearing. The petitions for reconsideration are granted and will be 
considered on the present record in view of the contentions of the interveners 
and of Central and Alleghany. We are in general accord with the ultimate 
conclusion of the division and believe it is supported by the facts. In discussing 
our views herein, only the more important facts pertaining to the issues raised 
in the petitions will be stated. Contentions not specifically discussed, and not 
treated in the division’s report, have been given consideration and found to be 
without material significance or not justified. 

The position of the S.E.C. goes primarily to the division’s having erred in 
tinding that because Alleghany controls a sizeable rail carrier it is a “railroad 
holding company” subject to the act, rather than an “investment company” 
whose regulation properly lies within the jurisdiction of the S.E.C. under the 
Investment Company Act of 1940. The S.E.C. argues that section 5(3) of the 
act provides us latitude to exercise discretion as to who should or should not be 
subject to the accounting, reporting, and securities regulations contained in the 
act. It submits that by collaborating with us, it could prescribe regulations 
which would satisfy the intent of the requirements of our act, and at the same 
time, protect the interess of the investing public by having Alleghany’s activities 
regulated in the same manner as other investment companies. In reply, the ap- 
plicants content that the legislative history concerning the possible conflict of 
jurisdiction between the statutes administered by this Commission and by the 
S.E.C. shows that, as the expert agency in transportation matters, we are en- 
trusted with the regulation of holding companies which manage and control 
the affairs of major rail carriers, and that section 3(c)(9) of the Investment 
Company Act is without ambiguity in stating: 

“(e) Notwithstanding subsections (a) and (b) none of the following persons 
is an investment company within the meaning of this title: 


* * * * * * * 


“(9) Any company subject to regulation under the Interstate Commerce Act, 
or any company whose entire outstanding capital stock is owned or controlled 
by such a company: Provided, That the assets of the controlled company consist 
substantiall of securities issued by companies which are subject to regulation 
under the Interstate Commerce Act.” 

Concerning our discretionary power as to whether a holding company should 
be considered as a carrier subject to the act, Alleghany submits that the dis- 
cretion under section 5(3), namely, “* * * shall to the extent provided by the 
Commission in such order * * *,” goes to whether the company in question 
Shall be subject to some, but not all, the prescribed provisions of the act, and 
that any exercise of discretion, by all standards, must be reasonable. It contends 
that the 8.B.C. and its regulatory powers would not be prejudiced by continua- 
tion of Alleghany’s status as a carrier subject to the act, (which has existed 
since 1945) in view of its recent acquisition of Central and its related carriers. 
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Alleghany and Central both submit that any dual jurisdiction over Alleghany 
w vuld adversely affect the operation of the railroad, and would be confusing and 
burdensome to its management. 

We are not in accord with the suggestions of the S.E.C. As the division 
stated, we believe that unless Congress amends either or both of the statutes 
involved herein, the results which S.E.C. desires to achieve are not within our 
powers under the Interstate Commerce Act. The extent to which we may 
exercise any discretionary powers in this area has been determined by division 
4 in policies developed since 1941, recited in Wabash R. Co. Control, 247 LC.C, 
365, Delaware & H. R. Corp. Debt Adjustment, 254 I.C.C. 239, and Atlantic Coast 
Line R. Co. Purchase, 261 1.C.C. 820 (not printed in full), decided December 12, 
1945. In its criticism of the division’s action, the S.E.C. has not undertaken 
to show upon what facts the situation now under consideration differs from the 
pertinent situation underlying each of the foregoing decisions. As shown by 
the division, S.E.C. contentions rely largely in revealing facts which seem to 
contravene the proviso of section 3(c)(9) of the Investment Company Act re 
lating to the controlled company’s assets consisting substantially of securities 
of companies subject to the Interstate Commerce Act. In our opinion that 
section, read in context, provides a test for the 8.E.C. to apply in determining 
whether such companies are or are not to be exempted from regulation under 
the Investment Company Act. The amount or kind of carrier investment is not 
eontrolling in our consideration of whether the company in control shall be 
considered within the jurisdiction of the Interstate Commerce Act. We concur 
in the findings that we should consider Alleghany as a carrier subject to the 
provisions of the act specified in section 5(3). 

The common interest of Lewis D. Gilbert and John Gilbert, Breswick & Com- 
pany, and Randolph Phillips is that each is a record or beneficial minority 
stockholder in Alleghany and Central, or both. Their representations with re- 
spect to the application of Alleghany, to issue stock, Finance Docket No. 18866, 
will be considered separately in that proceeding. Primarily, their position is 
that under the act we are without power to consider Alleghany as a party ap- 
plicant, because its acquisition of control of Central and its related carriers is 
unlawful for the reason that it was accomplished without our authorization 
under section 5(2) and 5(4) of the act; that Alleghany does not in fact exercise 
control over Central’s board of directors, even though the individuals had been 
nominated by Alleghany or its associates, and were elected by the stockholders 
after a prolonged proxy contest waged by Alleghany and the then management 
of Central; that Alleghany’s status as a earrier subject to the act, authorized in 
Finance Docket No. 14692, June 5, 1945, expired automatically in January 1954, 
when it disposed of its last stock holdings and vestige of control of The Chesa- 
peake and Ohio Railway Company, at which time Alleghany reverted to its 
original status of an investment company subject to the jurisdiction of the 
S.E.C.; and that Alleghany’s desire to be subject to regulation by this Commis- 
sion is solely a device to avoid regulation by the S.E.C. under the Investment 
Company Act. Alleghany’s replies submit that the division corretly disposed of 
all the issues; that Alleghany’s status as a carrier has remained unchanged 
since first decreed in 1945; and that the interveners’ repeated petitions were filed 
in these proceedings merely to harass Alleghany in its operation of Central. 

Central was formed in 1914 by the consolidation of 11 carrier companies. It 
is the parent company of the New York Central Railroad system, comprised of 
numerous carriers inclucing several railroad systems and the railroads and 
properties controlled and operated by those companies under lease or otherwise. 
The present system was recognized by us as an integrated unit in New York 
Central Unification, 150, I.C.C. 278, decided January 14, 1929, and upon the in- 
ternal rearrangement of Central’s corporate structure pursuant to our decision in 
Finance Docket No. 17700, New York Central R. Co. Merger, 282 I.C.C. 813 (not 
printed in full), decided June 18, 1952. As outlined in detail in the foregoing 
reports and in the record herein, the same executives serve Central and the sub- 
sidiary companies, and the carriers of the system have interlocking directorates. 
When Alleghany, by stock ownership and by the favorable action of the stock- 
holders, acquired control of Central, all the properties within the carrier’s orbit 
were under long established single operating control. The proposed merger of 
the Jeffersonville into the Big Four, both being units of the same carrier system, 
will simplify the internal corporate structure of Central. Alleghany states that 
from time to time other internal rearrangements will be initiated through 
mergers, consolidations, leases, and other acquisitions of property. 
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The consolidation and integration of separate railroad properties, most of them 
having originated as small or short lines, has been largely responsible for the 
development of the present great network of rail transportation in this country. 
It has enabled transportation service to respond to the expanding needs of com- 
merce. Experiences in the early history of the country, dating back to colonial 
times, indicated the absolute necessity of removing all unnecessary impediments 
to the movement of traffic, so that it could always be continuous from origin to 
destination. This has been a matter of concern to Congress and it has legislated 
on the subject many times. (See for instance, Act of 1866, U.S.C. section 84, and 
section 7 of the Interstate Commerce Act.) 

One of the outstanding characteristics of this process of consolidation and in- 
tegration has been the formation of so-called family lines or systems of rail- 
roads—that is, separate railroad properties functioning as unified systems under 
common control and management. 

To give section 5 an interpretation which would require our approval each 
time stockholders decide to change directors of established system properties, or 
to elect new officers, and, consequently, to install new management would have a 
tendency to set in motion within the organizations contending forces which 
might well impair or destroy the results of legitimate integration. Although 
Congress has subjected the merging of railroad properties in many respects to 
regulation in order to prevent abuses and to protect the public interest, we do not 
believe it intended for section 5 to be construed in a way that might produce 
undesirable results. Our interpretation of this section is to the contrary. 

Under the pertinent portions of section 5(2) of the act it is lawful, with our 
approval, for any carrier or 2 or more carriers jointly to acquire control of an- 
other carrier, or for a person which is not a carrier to acquire control of 2 or 
more carriers, or for a person which is not a carrier and which has control of one 
or more carriers to acquire control of another carrier, through ownership of 
stock or otherwise. Whether Alleghany was a “carrier” or “a person which is 
not a carrier,” and whether it had “control of one or more carriers” at the time 
of the filing of the application herein (September 20, 1954) are questions to be 
determined by us. In resolving these problems it is necessary to determine Alle- 
ghany’s relationship with carriers of the Chesapeake system. The record shows 
that on or about January 19, 1954, Alleghany divested itself of its remaining 
stocks of the Chesapeake systems, and no longer controlled or had the power to 
control any carrier subject to the act. 

The contention that Alleghany does not control the individual directors on 
Central's board ignores the realities of the situation. Alleghany and its allied 
interests have succeeded in electing sufficient members of the board to permit 
them to organize and elect their own officers. Clearly the tenure in office of such 
directors who permitted this action depends upon their conformance to the views 
of the stockholders who elected them. In our opinion the power thus reposing 
in Alleghany constitutes control of Central. 

The order of June 5, 1945, held that Alleghany should be considered as a carrier 
only for limited stated purposes. This holding in no way affects the determina- 
tion of Alleghany’s status under the provisions of paragraph (2) of section 5, 
Which would govern the determination of our jurisdiction over its acquisition of 
control of the Central. In view of the above stated divestiture by Alleghany of 
the stocks of carriers subject to the act. we conclude that at the time of its acqui- 
sition of control of the Central on May 26, 1954, it was in fact a “person not a 
carrier” as that phrase is used in section 5(2) of the act. As Central, at the 
time of such acquisition of control was recognized as a single established system, 
we conclude that the transaction was not within the scope of the above stated 
provisions of section 5(2) of the act and that our approval was not necessary. 

The subsequent filing by Alleghany of its application in these proceedings for 
approval of a rearrangement of the corporate structure of Central and its sub- 
sidiaries was pursuant to and consistent with the decision of the United States 
Supreme Court in United States v. Marshall Transport Co., 322 U.S. 31, which 
held that the controlling person was a necessary party in proceedings for approval 
of acquisition of the properties of a motor carrier subject to the act by a motor 
carrier controlled by a person not a carrier. The same was true with respect to 
the application of the New York Central for authority to acquire direct control, 
and by ANeghany to acquire indirect control, of the Boston and Albany Railroad, 
which application was granted by the division by report of March 22, 1955, in 
Finance Docket No. 18789. 

Our jurisdiction under section 5(2) of the act over any rearrangements by 
Central of its ownership or control of its subsidiaries is well established. We 
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do not deem it inconsistent with our lack of jurisdiction over acquisition of 
control over the established system, that Alleghany be considered a necessary 
party in proceedings for rearrangement of control. The first is a transaction 
in which it appears from the provisions of the act that no public interest is 
involved. But failure to recognize that the public interest requires our approval 
of changes in the relationship of the carriers constituting the system would 
ignore the clear intent of the act as intepreted by our own and by court decisions. 

We conclude and find that we have jurisdiction to consider the application 
for approval of the merger of the Jeffersonville into the Big Four, modification 
of the lease by Central and the continued control of the Jeffersonville in modi- 
fied form by Central and Alleghany. The details of the transaction and descrip- 
tion of the properties of the various companies were shown in the report of 
division 4. We affirm the findings of division 4 that these transactions and the 
continued control by Central and Alleghany are within the scope of section 5(2) 
of the act, as amended, that the terms and conditions are just and reasonable 
and that the transactions and continued control will be consistent with the 
public interest. 

As appears from the foregoing discussion, Alleghany at the time it filed its 
application was in fact a person not a carrier which controlled an established 
system, and which was seeking authorization under section 5(2) for modified 
control of one of the system subsidiaries. Section 5(3) provides in part as 
follows: 

“Whenever a person which is not a carrier is authorized, by an order entered 
under paragraph (2), to acquire control of any carrier or of two or more ¢ar- 
riers, such person thereafter shall, to the extent provided by the Commission 
in such order, be considered as a carrier subject to such of the following 
provisions as are applicable to any carrier involved in such acquisition of 
control * * *.” 

We believe it is clear that under these provisions we are required, in connec- 
tion with our approval of such an application, to find that Alleghany is a carrier, 
and to determine the extent to which it should be subject to the provisions 
of the act specified in the quoted section, viz, section 20 (1) to (10), inclusive, 
and section 20a (2) to (11), inclusive. It is our opinion that division 4 properly 
applied the quoted provisions of the act. We affirm that ruling. 

An appropriate order will be entered. 

COMMISSIONER CROSS concurs in the result. 

COMMISSIONER ELLIOTT and COMMISSIONER HUTCHINSON did not participate in 
the disposition of these proceedings. 

COMMISSIONER FREAS was necessarily absent and did not participate in the 
disposition of the proceedings. 


{Investment Company Act Release No, 2446] 
SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 

November 30, 1956 
IN THE MATTER OF ALLEGHANY CORPORATION 
(Files Nos. 812-987 ; 812-988; 812-998) 
(Investment company Act of 1940—Section 6(c) ) 
FINDINGS AND OPINION OF THE COMMISSION 


Exempted Transactions 

Denial of Eremption 

Exchange of Convertible Preferred Stock for Outstanding Preferred Stock 

with Arrearagey 
Issuance of Rights to Purchase 
Convertible preferred stock, preferred stock attributes of which at time of 

issuance are clearly subordinate and probably have indiscernible influence on 
its market value, and predominant value of which attaches to its conversion 
right, held, not senior security entitled to exemption provided by Section 18(e) 


of Investment Company Act but right to purchase within prohibition of Section 
18(d) of Act. 
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Where registered investment company makes application pursuant to Section 
6(c) of Investment Company Act for exemption from Section 7 with respect to 
partially consummated refunding plan, adopted prior to its registration as an 
investment company, under which plan company’s old preferred stock is exchange- 
able for new convertible preferred stock held by Commission to be right to pur- 
chase within prohibition of Section 18(d) of Act, application denied under cir- 
cumstances presented, particularly difficulties of investor evaluation introduced 
by new security and Commission’s inability to find on basis of record that 
exchange falls within range of fairness. 

APPEARANCES : 

Edward K. Wheeler and Robert G. Seaks, of Wheeler & Wheeler, and David 
Hartfield, Jr., Andrew O. Miller and Morton Moskin, of White & Case, for Alle- 
ghany Corporation. 

Henry J. Friendly, Leonard S. Sheriff and Gerald Gunther, of Cleary, Gottlieb, 
Friendly & Hamilton, for Preferred Stock Applicants. 

Sylvan Gotshal and Ira Milstein, of Weil, Gotshal & Manges, for Common Stock 
and Warrant Applicants. 

George Brussel, Jr., of Rosston, Hart & Brussell, for Breswick & Co., and 
Clarence W. Bailey. 

Randolph Phillips, pro se. 

Ray Garrett, Jr. and Harold C. Lohren, for the Division of Corporate Regu- 
lation. 

We have before us applications seeking a declaration that no approval or other 
action on our part is now required under the Investment Company Act of 1940 
(“the Act’) with respect to transactions involved in a voluntary exchange of an 
outstanding series for a new series of preferred stock of Alleghany Corporation 
(‘Alleghany’), a registered investment company, or in the alternative, the 
issuance of an order pursuant to Section 6(c) of the Act exempting these trans- 
actions, as of the time of their occurrence, from the provisions of the Act. 

The applications were filed by Alleghany and by holders of its preferred stock, 
common stock and warrants and the proceedings thereon were consolidated. 
After appropriate notice public hearings were held at which Randolph Phillips, 
Breswick & Co. and Clarence W. Bailey, holders of Alleghany common stock who 
oppose the granting of the applications, were permitted to intervene. Proposed 
findings and briefs were filed by the parties, after which our Division of Cor- 
porate Regulation (‘the Division’) submitted a recommendation that the 
requested exemption be granted but that because the issuance of the new pre- 
ferred stock violated the Securities Act of 1933 the exemption be conditioned upon 
the making of an offer of rescission and registration under that statute. Excep- 
tions were filed by Alleghany and the intervenors, and supplemental statements 
were filed by other stockholder participants. Oral argument was waived by the 
parties. On the basis of an independent examination of the record we make the 
following findings. 


I. ALLEGHANY’S SECURITIES AND THE EXCHANGE OFFER 


At December 31, 1954, Alleghany had outstanding the following securities: 

$7,496,000 principal amount 5 percent sinking fund debentures due 1962 

and $14,000,000 notes payable to banks due in 1955 and 1956. 

25,637 shares of $4 prior preferred convertible stock (“prior preferred 
stock’), entitled on redemption or liquidation, voluntary or involuntary, 
to $80 per share (an aggregate of $2,050,960) plus any accrued and unpaid 
dividends of which there are none, and convertible into 16 shares of common 
stock. Voting as a class the stock is entitled to elect two directors. 

136,744 shares of 54% percent Cumulative Preferred Stock, Series A, $100 
par value, (“old preferred stock”) entitled on redemption or voluntary 
liquidation to $105 per share (an aggregate of $14,358,120) or in involuntary 
liquidation to $100 per share (an aggregate of $13,674,400), plus in each 
instance accrued and unpaid dividends which amounted to $130.17 per 
share (an aggregate of $17,799,511). Because of the dividend arrearages 
the holders of this stock voting as a class, were entitled to elect two 
directors. 

4,641,125 shares of common stock, $1 par value, which, voting as a class, 
is entitled to elect four directors. 

2,000,000 warrants for the purchase at any time of a like number of shares 
of common stock at a price of $3.75 per share (“perpetual warrants’). 
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The present exchange plan was designed as 1 means of eliminating dividend 
arrears on the old preferred stock which have been accumulating since 1931, 
when dividend payments were discontinued, and which constitute a legal barrier 
to the payment of dividends on the common stock. From 1946, when it had 
667,539 shares of old preferred stock outstanding and continuing into 1953 
Alleghany had been acquiring this stock through purchases and various exchange 
offers, all at a discount from the redemption value or liquidating claim of the 
stock. In 1954 when initial consideration was given to the present exchange 
plan Alleghany did not have cash in the amount needed to pay the arrearages in 
cash or to redeem the preferred stock, and because of bank loan restrictions 
Alleghany was not wholly free even to use available cash for payment of 
arrearages. The sale of a substantial portion of the company’s assets to raise 
cash was not considered to be in the best interest of the common stockholders 
because it would result in contracting the company’s business and reducing 
the common stockholders’ equity. Nor was it deemed feasible to obtain the 
cash needed for retirement of the preferred claim by sale of new Alleghany 
securities on the open market. 

The exchange offer was mailed to stockholders on February 10, 1955, fotlow- 
ing a special stockholders’ meeting on February 8, 1955 at which the necessary 
charter amendments were approved, and the exchange has been partially con- 
summated. Under the exchange offer each share of old preferred stock is ex- 
changeable at the option of the holder, for ten shares of 6-percent Convertible 
Preferred Stock, $10 par value (“new preferred stock”), a newly created issue 
junior to the prior preferred stock but senior to the old preferred stock and 
common stock. The new preferred stock is entitled to cumulative dividends at 
the rate of 6 percent per year, so that the annual dividend on the 10 shares of 
new preferred stock will be $6 as compared to the $5.50 per share annual divi- 
dend on the old preferred stock. The new preferred stock is entitled to pay- 
ment in the event of involuntary liquidation of par value plus accrued dividends, 
and in the event of voluntary liquidation or redemption to 105 percent of par 
value plus accrued dividends, but it is not redeemable prior to May 1, 1970. It 
is convertible into shares of common stock upon payment of $3.75 per share of 
that stock. The number of shares of common stock into which each share of 
the new preferred stock is convertible was to be fixed on the last day on which 
the exchange offer could be accepted, so that as of that date the market price 
of such shares of common stock, less $3.75 per share representing the payment 
required on conversion, would be equal to approximately $237, equivalent to the 
redemption price of $105 per share of old preferred stock plus dividend arrear- 
ages of $132 per share on such stock. Voting as a class, the new preferred stock 
is entitled to elect two directors. 

The exchange offer was subject to the entry on or before May 31, 1955, of an 
appropriate order by the Interstate Commerce Commission (“ICC”) approving 
the securities to be issued, and to the acceptance of the offer by holders of 
100,000 shares of the old preferred stock or such lesser number as Alleghany 
might elect to accept. The exchange offer was to be open until five days after 
the ICC issued its order of approval. As pointed out below, the ICC approved 
the proposal subject to one change, which Alleghany adopted, and the necessary 
stockholders’ acceptances were received. 


II, INJUNCTION PROCEEDINGS 


Alleghany had in 1940 registered under the Act as a closed-end, non-diversified 
management investment company. On June 5, 1945, the ICC declared that 
Alleghany, by virtue of its stock ownership and control of the Chesapeake & Ohio 
Railway Company (“C & O”), was a carrier subject to certain provisions of the 
Interstate Commerce Act. In these circumstances Alleghany was excepted 
under Section 3(c) (9) of the Investment Company Act from the definition of an 
investment company,’ and on October 4, 1945, pursuant to Section 8(f) of the 
Act, we ordered that Alleghany’s registration as an investment company should 
cease to be in effect. 


1Section 3(c)(9) excepts from the definition of an investment company ‘‘Any com- 
pany subject to regulation under the Interstate Commerce Act * * *,” 

220 S.E.C. 731 (1945). Section 8(f) provides in pertinent part: ‘‘Whenever the Com- 
mission, on its own motion or upon application, finds that a registered investment company 
has ceased to be an investment company, it shall so declare by order and upon the taking 
effect of such order the registration of such company shall cease to be in effect.” 
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Subsequently from time to time beginning in 1946 Alleghany disposed of part 
of its holdings of the C & O stock, culminating in the sale on January 19, 1954 
of its residual block of such stock. Later in 1954 it acquired 586,800 shares of 
common stock of New York Central Railroad Company (‘‘Central”). In Sep- 
tember 1954 Alleghany joined in an application that had been filed by Central 
relating to an intrasystem merger, and in connection with that application 
Alleghany sought a determination from the ICC that it be deemed a carrier by 
reason of its alleged control of Central. In a separate application Alleghany 
sought approval of the exchange offer. This Commission in September and 
December 1954 filed with the ICC memoranda setting forth the view that 
Alleghany was primarily an investment company and that accordingly the 
ICC should in its discretion limit its jurisdiction to matters relating to any 
acquisition of a carrier by Alleghany, and that in other respects Alleghany 
should be subject to the broader and more comprehensive regulatory provisions 
of the Investment Company Act. 

On March 2, 1955, the ICC, through its Division 4, terminated its 1945 order 
because of Alleghany’s disposition of the C & O stock, but declared Alleghany 
a carrier subject to certain provisions of the Interstate Commerce Act, including 
those regarding the issuance of securities, because of Alleghany’s acquisition 
of control over Central and its subsidiaries. This action was affirmed on 
May 24, 1955 by the ICC sitting en bane. On May 26, 1955, the ICC by order of 
its Division 4 authorized the issuance of the new securities contemplated by 
the offer, but required that the common stock market price establishing the 
conversion ratio be that of the last sale on May 25, 1955 rather than on the later 
date specified in the plan. This condition was accepted by the Executive Com- 
mittee of Alleghany’s Board of Directors and the plan was appropriately modi- 
fied. The closing price of Alleghany common stock on May 25, 1955, was 8%. 
Under the conversion formula each share of new preferred stock became con- 
vertible into 4.7 shares of common stock, so that the 10 shares of new pre 
ferred stock to be received in exchange for one share of old preferred stock 
would be convertible into 47 shares of common stock on making the specified 
conversion payment. The exchange offer was accepted by holders of 132,344, or 
96.8 percent, of the outstanding shares of old preferred stock.* 

On June 23, 1955, following a denial by the ICC on the previous day of a 
petition for reconsideration filed by Breswick & Co. and Phillips, AHleghany in- 
structed its transfer agent and its exchange agent to proceed with the distribution 
of the shares of new preferred stock under the exchange offer, and on that day 
876,800 shares of new preferred stock were distributed and 446,640 shares were 
held for manual delivery against so-called “window tickets”. Late that day Alle- 
ghany was notified that a special three-judge court of the United States District 
Court for the Southern District of New York, in an action which had been 
bronght early in June 1955 by Breswick & Co. and Phillips, had entered a tem- 
porary restraining order with respect to the exchange offer, which had the effect 
of preventing the further transfer of the shares of new preferred stock already 
delivered and the distribution of the undistributed shares.° The following day 
the New York Stock Exchange suspended trading in the new preferred stock and 
postponed settlement of such stock as had been traded either on a “regular way” 
or on a “when issued” basis. Similar action was subsequently taken in the 
over-the-counter market. 

The temporary restraining order was followed by a preliminary injunction 
entered by the District Court on July 26, 1955. On August 9, 1955, Mr. Justice 
Harlan of the United States Supreme Court stayed the preliminary injunction 
as to the new preferred stock which had been delivered, but transfer of these 
shares is severely limited because trading is still suspended. The preliminary 
injunction, as stayed by Mr. Justice Harlan, was made final on December 28, 
1955. In its opinion ® the District Court held that at the time Alleghany issued 
the new preferred stock it was not subject to regulation by the ICC under the 
Interstate Commerce Act but. was subject to regulation by this Commission under 


* This action was taken to eliminate the possibility of manipulation of the common 
stock prices in order to influence the conversion rights of the new preferred stock, and 
also to make it possible for holders of the old preferred stock to determine prior to the 
last date of the exchange offer what the conversion ratio would be. 

‘The holders of the old preferred stock were notified on May 27, 1955, that the plan 
had been changed pursuant to the ICC’s order to fix the conversion ratio for the new 
preferred stock at 4.7 shares. 

5 Breawick & Co. v. U.S., Civil Action No. 101-114. 

*138 F. Supp. 123. 
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the Investment Company Act and that under Section 7 of that Act the new 
preferred stock could not lawfully be issued because Alleghany was not then a 
registered investment company.’ Appeals from this order have been taken to the 
Supreme Court of the United States.” 

On December 9, 1955, Allegany filed with this Commission a Notification of Reg- 
istration as a closed-end, nondiversified management investment company pur- 
suant to Section S(a) of the Act, and subsequently the applications now before 
us were filed. 

III. APPLICABLE STATUTORY STANDARDS 


As previously stated, the applications before us seek a declaration that no 
approval or other action on our part is now required under the Act with respect 
to the transaction involved in the preferred stock exchange. This request 
is predicated on the view that our order of October 4, 1945, which declared that 
Alleghany had ceased to be an investment company within the meaning of the 
Act, had the continuing effect of granting Alleghany an exemption from the 
Act when it issued the new preferred stock. That order terminated the regis- 
tration of Alleghany but provided that “if in the future Alleghany Corporation 
ceases to be subject to regulation under the Interstate Commerce Act . . . this 
order may be revoked, suspended, or modified after appropriate notice and op- 
portunity for hearing.” The District Court rejected the view now urged upon us 
stating: 

“Alleghany contends, however, that the S.E.C. order ... exempted Alle- 
ghany from the Investment Company Act: that, to bring Alleghany within 
the coverage of the Act required another SEC order; and that no such 
order has been entered. We cannot agree for this reason: Section 3(c) (9) 
of that Act, ... exempts from that Act's provisions any company subject 
to L.C.C. regulation. The SEC order ... was but a formal recognition of 
that exemption, which became operative when the L.C.C. made its order 
of June 5, 1945, since, by that order, Alleghany became subject to LC.C, 
regulation. When, however, at the latest on May 24, 1955, the June 5, 
1945 1.C.C. order lost its efficacy, thereupon the S.E.C. order .. . became 
automatically inefficacious, with the result that Alleghany immediately be- 
came again subject to the Investment Company Act.” * 

Both Alleghany and the ICC have in their pending appeals to the United 
States Supreme Court from the order of the District Court raised the question 
of the jurisdiction of the District Court to enjoin a violation of Section 7. Un- 
less and until the Supreme Court reverses the action of the District Court we 
shall abide by its holding, and shall view the transactions involved as subject 
to Section 7 of the Act. We accordingly decline to make the declaration 
requested by the applications. 

The alternative request of the applications is that we enter an order pursuant 
to Section 6(c¢c) of the Act exempting the transactions involved in the exchange 
offer, as of the time of their occurrence, from the provisions of the Act. That 
section provides that we may exempt “any * * * transaction * * * from any 
provision” of the Act “if and to the extent that such exemption is necessary or 
appropriate in the public interest and consistent with the protection of investors 
and the purposes fairly intended by the policy and provisions of this title.” "° 
We have held that the broad power of exemption granted us under Section 6(¢) 
must not be so freely applied that the basic ojectives of the Act are thwarted.” 


7 Section 7(a) of the Act provides that no investment company unless registered shall 
directly or indirectly 

“(1) offer for sale, sell or deliver after sale. by the use of the mails or any means or 
instrumentality of interstate commerce, any security or any interest in a security * * *” 

“(2) purchase, redeem, retire or otherwise acquire or attempt to acquire. by use of the 
mails or any means or instrumentality of interstate commerce, any security or any 
interest in a security * * rs 

® The intervenors, relying principally on the pendency of the appeals, have attacked our 
jurisdiction to consider the present applications, which they contend are in violation of 
the District Court injunction. This proceeding, however, does not conflict with, but 
rather complements, the jurisdiction of the courts. The District Court held that Section 
7 of the Act was applieable to Alleghany. This proceeding assumes that conelusion and 
is concerned with the application of that Section, a matter which is not before the courts 
and over which we have exclusive original jurisdiction. 

® Breswick & Co. v. United States, 138 F. Supp. 123, 129-130. 

% We have in appropriate cases granted exemptions under Section 6(c) with respect to 
transactions that had alrendy been consummated. Hugh B. Baker, 24 S.F.C. 202 (1946) : 
imerican Research & Development Corporation, Investment Company Act Release No, 2254 
(1955). 

1 Petroleum and Trading Corporation, 11 S.E.C. 389 (1942). 
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The propriety of granting relief largely depends upon the purposes of the particu- 
lar section of the Act from which an exemption is necessary, the evils against 
which such section is directed, and the end which such section seeks to accom- 
plish. In American Participation, Inc.” we observed with respect to our powers 
under Section b(¢) : 

“The very breadth of a power to exempt any person, security, or transac- 
tion from any provision of the Act places upon us a grave responsibility that 
such power be exercised with the greatest circumspection. We must be alert 
to guard against the possibility that this Commission, established to imple- 
ment the legislative will to protect investors, become the instrument through 
which the expressed policies of Congress are thwarted in case by case grants 
of exemption to any applicant who files and presses an application * * *” 

Insofar as the applications seek exemption from Section 7 of the Act, the 
object of which is to compel registration of investment companies by prohibiting 
an unregistered investment company from engaging in transactions in interstate 
commerce or utilizing the mails, that objective of the Act is met since Alleghany 
is now registered. However, other standards of the Act are involved. In con- 
sidering the present application, which seeks exemption of transactions previ- 
ously undertaken when Alleghany was not registered as an investment company, 
the situation must also be viewed as though the exchange offer is now being 
proposed by Alleghany as a registrant and the provisions of the Act applicable 
under such circumstances apply. Such provisions include Sections 18 (d) and 
(e) which relate to types of securities which may be issued by registered invest- 
ment companies, and any other provisions which bear upon the question under 
Section 6(c¢) whether an exemption with respect to the exchange offer is “neces- 
sary or appropriate in the public interest and consistent with the protection 
of investors and the purposes fairly intended by the policies and provisions of 
the Act.” Sections 25(b) and 25(c) relating to reorganizations of registered 
investment companies, although not directly authorizing us to approve or dis- 
approve a plan of reorganization, reflect a Congressional concern with the fair- 
ness of plans of reorganizations for such companies," and we are of the view 
that it would be inappropriate to make the finding that the exchange offer “is 
in the interest of investors,” which is required in order to grant a Section 6(c) 
exemption, unless we are satisfied that the offer falls within the range of fair- 
ness to the security holders affected. 

Section 18 of the Act deals with standards for securities of registered invest- 
ment companies, and subsection (d) prohibits such companies to issue “any war- 
rant or right to subscribe to or purchase a security of which such company is 
the issuer, except in the form of warrants or rights to subscribe expiring not 
later than one hundred and twenty days after their issuance * * *.”” Section 
IS(e)(2) makes inapplicable the standards of Section 18 to a senior security 
issued by a closed-end company as part of a refunding, such as is here involved.* 
Section 18(g) defines a senior security as ‘** * * any stock of a class having prior- 
ity over any other class as to distribution of assets or payment of divi- 
dends * * *,” 


210 S.E.C, 431, 437 (1941). See also Tranait Investment Corporation, 28 S.E.C. 10 
1948). 

4 Section 25(b) of the Act authorizes us to render an advisory report as to the fairness 
of a plan of reorganization affecting a registered investment company for which solicita- 
tion of security holders is made, if such report is requested by the company or the holders 
of 25 percent of any class of its securities. Section 25(c) of the Act authorizes a United 
States District Court in preceedings before it instituted by this Commission to enjoin 
the consummation of a plan for the reorganization of a registered investment company if 
the court determines that the plan is grossly unfair. 

On January 14. 1955, Alleghany mailed to its stockholders a notice for special meeting 
yn February 8, 1955. relating to the creation of the new preferred stock and authoriza 
tion of additional shares of common stock, and the notice was accompanied by a proxy 
statement explaining the exchange plan as then proposed. Since under Section 2(a) (32) 
f the Act the exchange constituted a “recrganization”’, there was a “solicitation of 
seenrity holders” within the meaning of Section 25(b) and in addition the plan fell 
within the scope of Section 25(¢). 

The Alleghany perpetual warrants which are presently outstanding were issued pur- 
suant to ICC authorization in 1952, when Alleghany was not subject to our jurisdiction 
nder the Act 

™ Section Sie) provides in pertinent part 

The provisions of this section 18 shall not apply to any senior securities issued or 
sold by any registered closed-end company 


* * > * . * 
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The intervenors contend that convertible securities contain in substance a war- 
rant or right to purchase and are within the bar of Section 18(d), in which case 
they can be issued only if we grant an exemption on the basis of appropriate find- 
ings that the standards set forth in Section 6(c) are met. They also contend that 
an exemption cannot be granted because the exchange offer is unfair to the Alle- 
ghany common stockholders. On the other hand, Alleghany and the stockholders 
supporting the plan argue that the new preferred stock is not a warrant but is a 
senior security falling within the exemption of Section 18(e) (2), and that the 
exchange offer is fair to all security holders. In deciding this issue we do not 
need to decide the impact of Section 18(d) and 18(e) upon any security other than 
the new preferred stock before us, which is not typical of convertible securities 
generally. 

The statutory prohibition against long-term warrants and rights to purchase 
gives Congressional recognition to the fact that such securities are a specula- 
tive medium that introduce complicating and undesirable features into a 
corporate structure and which may impose serious difficulities upon investors in 
determining the intrinsic value not only of the warrant or the right to purchase 
but of all the securities affected in the corporate structure. A right to purchase 
common stock can thus confuse investors by the various implications and possi- 
bilities which it presents. A convertible security is by its very nature hybrid in 
character. In the instant case, this hybrid character derives, on the one 
hand, from the preferred aspects of the stock and, on the other, from the right 
to purchase common stock. It is unquestioned that if Alleghany sought to 
issue in exchange for the old preferred stock a nonconvertible preferred stock 
plus a separate right to purchase, the latter would obviously not be a senior 
security but would be subject to the prohibition of Section 18(d). The question, 
therefore, is whether by changing the form and merging the two elements into 
a single security the statutory prohibition can be evaded. 

In terms of its market value the new preferred stock is predominantly a right 
topurchase. Indeed, the exchange formula by which the conversion rights of the 
new preferred stock were determined was deliberately calculated to produce 
a market value far in excess of the par value of the preferred stock. The testi- 
mony of applicant’s own expert witnesses indicates that the new preferred stock 
without the conversion right would sell at some, or perhaps a substantial, 
discount from par, and that if similar rights were issued independently of any 
preferred stock they would have a value substantially the same as the new 
preferred stock. 

The new preferred stock exchanged for each share of old preferred stock 
was expected to sell for about $20 in excess of $237, the redemption value of the 
old preferred stock inclusive of the $132 of dividend arrears. Such price is $157 
in excess of the par and involuntary liquidation value of the new preferred stock 
and $152 in excess of its voluntary liquidation preference. Such excess is made 
possible only because of the valuable right to convert into common stock em- 
bodied in the new preferred stock. 

We recognize that if the value of the conversion right dropped because of a 
decline in the value of Alleghany’s common stock, the value of the preferred stock 
attributes might become dominant, and that in a declining market or in liquida- 
tion the holders of the new preferred stock could be substantially better off than 
would be the holders of mere warrants. However, the preferred stock attributes 
of the new preferred stock are now clearly subordinate and probably have an 
indiscernible influence on its market value. From the viewpoint of the fairness of 
the plan, that is, whether the preferred stockholders are being fairly compen- 
sated for the rights they are being asked to surrender, which is discussed below, 
the controlling feature is the value of the right to purchase common stock and not 
the preferred stock attributes. 

In our view, the determination of whether a security is a senior security or 
a right to purchase within the meaning of the Act is not controlled by the 
nominal designation given the security but is rather appropriately based on a 
realistic appraisal of the rights and values attaching to it at the time of its 
issuance.” We think that in the present case the right to purchase common 
stock, which was purposely made the valuable element in the new preferred 


* Both the preferred stockholder applicants and Alleghany recognize that if for pur- 
poses of evading the Act a security were created which had the form of a senior security 
because it had a nominal senior claim but the substance of a warrant because all or vir- 
tually all of the value of the security was based upon the right to acquire a junior security. 
the security might properly be found to be a warrant within the meaning of Section 18(d). 
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stock in order to induce exchanges, so dominates the investment character- 
istics of the new preferred stock as to make that stock in substance not a 
senior security entitled to the exemption provided by Section 18(e) of the Act 
but a right to purchase within the meaning of the prohibition of Section 18(d). 
The real consideration for exchanging the old preferred stock is not the priori- 
ties of the new security but its right to purchase common stock, and conse- 
quently the new security must be viewed as a right to purchase in applying the 
standards of the statute. We are of the opinion that under the circumstances 
presented, particularly the difficulties that would be imposed on investors, both 
present as well as prospective to whom the safeguards of the statute extend, 
in evaluating this security were its issuance permitted, and the fact that we are 
not able to find on the basis of the record before us that the exchange offer 
falls within the range of fairness, we cannot grant an exemption under the 
standards of Section 6(c). The speculative nature of the new preferred stock, 
the difficulty of its evaluation, and our consequent inability to make the neces- 
sary findings are demonstrated by the record, particularly the testimony of the 
two expert witnesses who testified in support of the plan. Before considering 
that testimony we examine the assets and income of Alleghany as they bear 
upon the exchange offer. 

Alleghany’s total net assets and net assets per share of old preferred stock and 
common stock in the years 1946-1954 are shown in the following table: 


Net assets per share ! 


Yearend lis Detplinebsr tas, velieg 64 * gl 
assets ! | 
Old preferred) Common 

1946 . _-.---| $55,719, 552 | $76. 74 (2) 
1947. £27 _..----| 90,758, 586 | 80. 92 (2) 
1948 Re Rs, isatiek taka ds tera he gebesces SebKba sean eli chi 1D OR GRD 86. 24 | (2) 
RRS eS ares in eclietinlaeltecahdlad asi ial 32, 929, 876 97. 69 | (2) 
1950 r. ; 37, 941, 785 142. 25 (?) 
1951 . “ wal d a 37, 655, 260 147. 37 (2) 
—— bind = dao < daegeue 5igh-4365-8- <peaid ~450 wae 41, 511, 995 265. 42 $1. 50 
Seiten die <séhediiienh ab > seal clan nici ---| 34, 657, 540 238. 14 | . 40 
1954 : 67, 920, 845 474. 93 | 7. 21 


! For the years 1946 to 1953, inclusive, the figures presented are based on indicated market quotations of 
assets, except for certain unlisted securities and joint venture investments carried at cost. For 1954, the 
figures presented are based on market quotations for all investments. 

2 Deficit. 


The steady increase, except for 1953, shown in the above table in the asset 
coverage for the old preferred stock is attributable in part to increases in value 
of Alleghany’s assets and in part to the retirement through repurchase or ex- 
change of a large number of shares of old preferred stock and prior preferred 
stock at substantial discounts from their liquidation values. Substantial 
changes have taken place in the composition of Alleghany’s assets since 1946, 
when virtually all of its investments, exclusive of U.S. Government obligations, 
were in securities of carriers and its holdings of C & O common stock were its 
most substantial investment. 

As shown on the following table, at December 31, 1955, Alleghany’s assets 
aggregated $102,421,760, with its principal investments being in the common 
stock of Investors Diversified Services, Inc. (“IDS”), a registered investment 
company controlling or managing an important group of investment companies, 
and in direct holdings of Central common steck as well as in a half interest in 
a joint venture holding such stock : 


a ee Se en ee ee eee as ema Scan $5, 511, 140 
ee ee a a ee eae 16, 114, 421 
Guarantee Jomtien ee ee ee ee toe ee 14, 207, 385 


681,400 shares of Central common stock ?___-___------ eae OE ee oeO 
Missouri Pacific Railroad Company common stock__----~--~-~---- 8, 514, 000 


IDS common stock_-__- : 25, 534, 867 


Miscellaneous other ‘assets. 2. Jb Soe Jags ty 940, 022 


Total__ ee ee ee donner rivcepin fn A $102, 421, 760 


The joint venture held 330,000 shares of Central common stock and had approximately 
$2.200.000 invested in stock of Delhi-Taylor Oil Corporation and Lionel Corporation. 
2In 1956 Alleghany acquired an additional 118,900 shares of Central common stock, 
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At the same date Alleghany’s outstanding liabilities and securities senior to 
the preferred stock involved in the exchange offer aggregated approximately 
$23,000,000. 

The following table shows Alleghany’s annual gross and net income, exclusive 
of security transactions, its profits or losses from security transactions, and the 


net income per share, exclusive of security transactions for the period 1946 to 
1954. 


| 


| Net income per share of 





Grossincome| Net income | stock (exclusive of profits 
from divi- (loss) ex- | Profit (loss) | or losses from security 
Year dends and clusive of | from salesof| transactions) 
interest security investments ee 
| transactions | | 
| Old preferred | Common 
' 
1946 eet ; $2, 570,929 | $1, 593,776 $2, 007, 597 $2. 16 | ($0. 45) 
1947 ; 2, 628, 686 | 1, 746, 132 (13, 747, 895) | 2.83 (. 32) 
1948 5,439,055 | 4,036,609 | (6, 235, 210) | 8.95 | . 33 
1949 2, 887, 356 | 1,869,558 | (5, 583, 016) 5.85 . 02 
1950 2, 189, 613 | 1, 244, 408 2, 175, 997 4.72 | (. 04) 
1951 2, 117, 017 920, 378 | (605, 037) 3.44 (. 10) 
1952 2, 384, 525 861, 652 | 50, 806 5. 38 (. 09) 
1953 2,020, 715 | 244, 222 6, 452, 830 | 1.03 ( O08 
1954 1, 676, 115 (105, 247) 4, 278, 748 (. 15) (. 21) 





In the period covered by the table, Alleghany had sufficient income only in 
1948 and 1949 to cover the $5.50 per share current dividend preference of the 
old preferred stock, although as previously pointed out no dividends have been 
paid on that stock since 1931.” 

A statement of income for Alleghany for the years 1954 and 1955 is attached 
as Appendix A. It shows total income from dividends and interest of $1,676,115 
in 1954 and $2,511379 in 1955, which after payment of substantial amounts of 
expenses, including over $800,000 of interest on debentures and bank loans, 
resulted in a net loss of $105,247 in 1954 and net income of $316,721 in 1955, 
exclusive of profits from security transactions of $4,278,748 in 1954 and 
$1.989,172 in 1955. 

Alleghany’s investments in the common stocks of Missouri Pacific Railroad 
Company and IDS yield no dividends. As of the end of 1955, Alleghany antici- 
pated income in the immediate future only on the notes receivable it held and 
from its investments in Central common stock, on which dividends of 50¢ per 
share were paid in 1954 and which was placed on a $2 annual dividend basis 
in 1955. 

The annual dividend requirement on Alleghany’s outstanding prior preferred 
stock is $101,048 and on the 1,323,440 shares of new preferred stock issuable 
under the exchange offer $794,064, or an aggregate of $895,112. The record 
indicates that in formulating the exchange offer Alleghany, relying on the 
prospect that the Central common stock would be placed on a $2 annual dividend 
basis, anticipated that its income would be sufficient to meet the dividend 
requirements on the new preferred stock. It appears that payment of dividends 
on this stock, as well as on the common stock, was dependent upon the ability 
of Central to continue its present $2 ¢ividernd rate and some improvement in 
net portfolio income or upon the availability of profits from security trans- 
actions. 

In any attempted evaluation of the new preferred stock, consideration would 
have to be given to the many variables which, in addition to changes in the 
market prices of the securities in Alleghany’s portfolio, might affect the net asset 
value of the Alleghany common stock. On May 25, 1955, the date as of which 
the conversion ratio under the exchange offer was fixed, the Alleghany common 
stock had a net asset value of $8.79 per share. If effect were given to the is- 
suance of the new preferred stock, such value would increase to $12.55. If the 
conversion of all the new preferred stock into common stock, the early occur- 
rence of which the record indicates is not likely, were assumed as of that date, 
the net asset value would have been $8.73 per share. These calculations, how- 


# Until 1950, Alleghany was barred by virtue of an existing capital deficit from paying 
any dividends. Beginning in that year, it paid dividend arrearages on a formerly out 
standing price »referred stock, and those arrears were eliminated in 1953 when most of the 

the issue was exchanged for the presently outstanding prior preferred stock. 
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ever, do not make allowance for the changes in asset value which would result 
from (1) the conversion into common stock of the 25,262 outstanding shares of 
prior preferred stock, each share of which has an $80 stated value and is con- 
vertible into 16 shares of common stock, or at an effective price of $5 per share; 
(2) the exercise of an option held by Robert R. Young, chairman of Alleghany’s 
board of directors, to purchase 100,000 shares of common stock at $3.0625 per 
share until May 1, 1961; and (3) the exercise of the outstanding perpetual 
warrants to purchase approximately 2,000,000 shares of common stock at $3.75 per 
share. If conversion of these three items were assumed as of May 25, 1955, the 
asset value would have been reduced to $7.09 per share, and if it were further 
assumed that all of the shares of new preferred stock issued under the exchange 
offer were converted into common stock, the asset value of the common stock 
would have been $7.83. 

Furthermore, while the record indicates that the likelihood of conversion of 
the perpetual warrants is remote, it suggests that a somewhat greater likelihood 
exists for near-term conversion of the prior preferred stock, which sells at little 
or no premium and in which arbitrage activity may therefore cause conversions. 
If the common stock were placed on a favorable dividend basis, conversion of 
the prior preferred stock would be increased. It also appears highly likely 
that the option held by Young would be exercised before it expires in 1961. If 
conversion of the prior preferred and the exercise of Young’s option were as- 
sumed as of May 25, 1955, the asset value of the common stock would have been 
$8.38 before giving effect to the issuance of the new preferred stock, $11.77 
after giving effect to the issuance of that stock, and $8.55 upon the further as- 
sumption that all the new preferred stock was converted into common stock. 

On the basis of the various conversion hypotheses set forth above, but ex- 
cluding any assumed exercise of the perpetual warrants, the 47 shares of com- 
mon stock obtainable on conversion of the new preferred stock received under 
the exchange offer would have a net asset value ranging from approximately 
$217 to $413, depending on the extent of conversions assumed. 

One of the expert witnesses who testified in support of the exchange offer was 
Winthrop Lenz, a partner in the securities firm of Merrill Lynch, Pierce, Fenner 
& Beane (“Merrill Lynch”) which was furnished the plan as originally drafted 
by Alleghany so that that firm could determine whether it would underwrite 
the plan or agree to act as dealer-manager in effecting the exchange. After 
the plan was considered by Lenz and certain of his associates, Merrill Lynch 
advised Alleghany that it was prepared to act as dealer-manager provided the 
plan were modified, as it subsequently was, to include the 15-year non-callable 
feature of the new preferred stock and to increase the number of shares of 
common stock into which the new preferred stock would be convertible by pro- 
viding that such number be computed on the basis of the closing market price of 
the common stock rather than, as the plan had originally provided, at such 
market price plus $1." 

Lenz testified that the exchange plan would have to offer enough to the 
holders of the old preferred stock to persuade them to surrender their claim for 
dividend arrears “for a conversion privilege which is a very intangible thing 
and which can shrink and expand very rapidly” as the price of the common stock 
changes. Lenz observed that preferred stockholders were being asked to give 
up a claim on redemption of $237 in exchange for new preferred stock having a 
par value of $100 with all the remaining value attaching to a highly volatile 
conversion privilege. Since under the plan a one-point decline in the common 
stock would be reflected in a 47 point decline in the preferred stock, Lenz stated 
that he and his associates felt that to induce the preferred stockholders to give 
up a considerable amount of security and assume the inherent risks involved 
in the conversion privilege it was necessary to offer a reasonable amount in 
excess of the total claim of $237 or somewhere between $250 and $260, which he 
characterized as a “maximum kind of premium.” 

Lenz and his associates were of the view that under the exchange plan as it 
was amended the 10 shares of new preferred stock issuable for a share of old 
preferred stock would have a market value of $250 to $260 as of the date the 
conversion ratio was fixed. They believed the conversion privilege alone would 
result in a market value of approximately $237, and that the non-callable pro- 


17 Lenz testified that in considering the plan Merrill Lynch wished to be sure that its 
customers, for whom it was record holder of over 25,000 shares of common stock and over 
200,000 perpetual warrants, were not adversely affected by the offer and that it was als« 
fair to the preferred stockholders. 
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vision would add to the market value of the new preferred stock about 50 cents 
per share of common stock obtainable upon conversion or an aggregate of no 
more than $20 or $30 on the basis of the then prevailing market prices for the 
common stock.” Lenz pointed out that there is no scientific way of computing 
or estimating the premium yalue of a long-term option, and that such an esti- 
mate was a matter of judgment on the basis of past experience with other 
securities. He stated: “The difficult part, as I see it, is trying to determine 
just how much of this premium you would generate as a result of this plan and 
how it could be held within reasonable bounds. That unfortunately goes back 
to that matter of judgment that we have such difficulty with.” 

On the basis of the conversion ratio of 47 shares, the non-callable feature at 
fifty cents per share would add $23.50 in value to the new preferred stock, 
giving it a total market value as of May 25, 1955, of about $260. If the premium 
were as high as 75 cents—and it appears to have ranged from 26¢ to $1.56 and 
averaged S8O¢ in the trading period between Alleghany’s announcement of the 
conversion ratio and the suspension of trading—the total premium on the 47 
shares applicable to one share of old preferred stock would be about $35, so 
that the total value for the old preferred stock as of May 25, 1955, when the 
conversion ratio was fixed, would be $270." Lenz considered that such value 
would still fall within the range of fairness to the common stock, although it 
would be on the “high side” of the range. 

In the period after the conversion ratio was fixed the price of the old pre- 
ferred stock or its equivalent in new preferred stock rose substantially above 
$260 and sold as high as $352.50, and the price of the common stock reached 
as high as $10.75." Intervenors point to this price history as demonstrating 
the unfairness of the exchange offer. If the rise in the market price of the old 
preferred stock after the conversion ratio was fixed was due to a rise in the 


% Lenz and his associates compared the new preferred stock with Alleghanv’'s outstand 
ing perpetual warrants, which at the time had a market value that reflected a premium 
attaching to the perpetual feature of the warrant of about $1.25, and took into account 
among other things that the preferred stock conversion right was a 15-year non-callable 
right as compared with a perpetual right for the warrant. 

#” The expert who testified in addition to Lenz stated that while the 15-year non-callable 
feature of the new preferred stock would have a value of between 50 cents and something 
less than $1 per share of common stock, its value was a matter of “guesswork” until the 
preferred stock was issued and a “normal” market obtained. 

2% The-following table covers the 20 trading days from May 27, 1955, when Alleghany announced the 
actual conversion ratio, until June 24, 1955, when trading was suspended and compares the closing price 
of the old preferred stock through June 6, 1955, and 10 shares of the new preferred stock as quoted on a 
when-issued basis beginning June 7, 1955, with the price of 47 shares of common stock obtainable on con- 
version of the 10 shares of new preferred stock for which each share of old preferred stock is exchangeable 
under the exchange offer, and it also shows the resultant premium value apparently attributable to the 1¢- 
year noncallable feature of the new preferred stocks: 





is | pale a 
Conversion | Premium value of 15-year 


| 
Closing price as of 
' 


Old value of 47 noncallable right of new 
Common preferred shares of preferred stock 
stock | stock « common ples tht Sis ph 
| stock > 
For 47 shares For 1 share 
| 

May 27..-- . al 87% 277% 24075 3654) $0. 78 
Te as | 914 292 27014 21% 46 
June 1 976) 300 7 14) 1248) 26 
2 é i 10 | 316 293% 2214) 47 
3 Sy 974 315 287 7% 274s) 58 
6. 97% 311 287% 2348 49 
7 | 97% 3264 28774) 3834) . 82 
8 amhe qe See . 10 | 340 293%% | 4644) 98 
033. . 10 | 316% 293% 2216 .48 
10 ; eR. 1044 32334 29954 2418! 51 
13 , 1044! 333%) 29954 3448] 73 
Rm ssc 3s ; 10 | 33334 293% | 40 85 
ta a 10 | 3483; | 29334 55 1.17 
16__- . 10 346% 29334! 5214) 1.12 
Ws 2 . 974! 340 287 %| 52}8| 1.11 
Os tek gi Lic, rs 97%| 341% 2877) 53%) 1. 14 
ct tei iet Bani wee ckal 9% 33714) 2643% 7316 1. 56 
— = ’ 95! 338% | 27646) 625%! 1. 33 
02600 10%| 348% | 329 | 1934] 42 
Dikcnmni : 10% 352% 317% 3514) 75 





« Prices are for old preferred stock throngh June 6, 1955, and for 10 shares of new preferred stock 
as quoted on a when-issued basis beginning June 7, 1955. 
+ After allowance for price of $3.75 per share payable on conversion. 
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market price of the common stock attributable to the exchange offer rather 
than to independent factors such as an increase in the value of Alleghany’s 
portfolio, it would be evidence of the offer’s unfairness. 

While Lenz considered that the rise in the market price of the Alleghany 
common stock reflected increases in its underlying asset value,” he thought that 
not all of the benefits realizable by the common stock from the plan were 
reflected in its market price in advance of the plan’s consummation.” Lenz 
also pointed out that since a petition for reconsideration was pending before 
the ICC, the market price of the common stock during the period after the 
ICC’s initial approval of the plan on May 26, 1955 and before the temporary 
restraining order issued on June 23, 1955 probably did not give full effect to 
the increase in asset value which would inure to the common stock as a result 
of the plan. In Lenz's opinion, this increase and a corresponding increase in 
the price of the new preferred stock would occur after final consummation of 
the plan. <As previously pointed out, on May 25, 1955, the date as of which 
the conversion ratio under the exchange offer was fixed, the Alleghany common 
stock had a net asset value of $8.79 per share, and if effect were given to the 
issuance of the new preferred stock, such value would increase to $12.55 by 
virtue of the elimination of the prior claim representing the dividend arrearages 
on the old preferred stocks. Lenz expressed the view that Alleghany’s common 
stock would continue to sell at a premium over its asset value, as it had at 
times in the past, so long as that asset value was increasing, and that Alleghany’'s 
common stock might be expected to increase to approximately the $12.55 figure 
after final consummation.” On that basis the common stock into which each 
share of old preferred stock would be ultimately convertible would be in excess 
of $400, an amount which is considerably above the $270 figure that Lenz 
recognized as being high in terms of fairness to the existing common stock- 
holders. In our opinion this would appear to produce a grossly unfair result. 

Arthur M. Leinbach, a railroad security analyst for Kidder, Peabody & Co., 
the securities firm which submitted the successful offer to act as dealer manager 
for the exchange plan, also testified as an expert witness and expressed the 
opinion that the exchange offer was fair both to the preferred and common stock- 
holders. Originally, in his consideration of the plan in January and February, 
1955, he also anticipated that the price of the common stock would increase after 
consummation of the plan to some premium over the increased asset value result- 
ing from the elimination of dividend arrears under the exchange offer, and that 
this increase would be reflected in an increase in the market price of the new 
preferred stock. However, when he testified he explained that he had changed 
this view and no longer anticipated that the Alleghany common stock would sell 
at a premium over its asset value, but that he instead anticipated that it would, 
like other investment companies, sell at some discount from asset value, probably 
between 25% and 40%. He was of the opinion that the market price of the com- 
mon stock prior to the effective date of the exchange offer largely reflected the 
benefits anticipated from the increase in asset value as a result of the exchange 


2. Thus, in the 20 trading days from May 25, 1955, Alleghany’s common stock increased 
from 8% to as much as 10%. and the underlying asset value increased by $2.13 per share 
of common stock, primarily as a result of rises in the prices of Central common stock from 
401% to 44% and of IDS stock from 65 to 82. 

Lenz did not express any opinion regarding the effect of changing the date as of 
which the conversion ratio was to be fixed from a date 5 days after an order of approval by 
the ICC, as originally proposed, to a date preceding the announcement of the ICC’s ap- 
proval. Since trading had proceeded on the assumption that the conversion ratio would 
be fixed after the ICC had approved the plan, it is likely that the market value of the 
common stock on May 25, 1955 did not fully reflect the benefits anticipated from the plan, 
particularly the increase in asset value because of the elimination of arrears on the old 
preferred stock. In any event, the full extent of this benefit would not be definitely known 
until the extent of acceptances Was announced. 

Lenz did not believe that the possibility of ultimate conversion of the new preferred 
stock, and the consequent diluting effect on asset value, would hold down the market 
price of the common stock, since such conversions were not a likely prospect for 15 years. 
In our opinion, this illustrates the potentially deceptive effect on investors of the right to 
purchase common stock which the new preferred stock represents. 
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offer, so that he did not contemplate a further increase in the price of that stock 
by virtue of the consummation of the plan.* 

In brief, the foregoing shows the undisputed highly speculative and volatile 
nature of the new preferred stock with the difficulties inherent in its evalua- 
tion because of its character as a right to purchase, which renders it inappro- 
priate in the capital structure of an investment company such as Alleghany. 
The very experts introduced in support of the plan differed sharply as to the 
ultimate value of the new preferred stock, the determinant here of the question 
of fairness, producing a record which does not permit our making the requisite 
findings as to fairness. As we have seen, one of the expert witnesses believed 
that the new preferred stock receivable under the exchange offer for each share 
of old preferred stock would attain a value in excess of $400 after final con- 
summation of the plan. The other expert witness originally expressed a similar 
judgment but when he appeared at the hearings stated that he had changed 
his opinion. This difference and change of opinion as to value not only demon- 
strates the unclear and conflicting nature of the record with respect to whether 
the plan is within the range of fairness, but it also shows the complex problems 
which would face an ordinary investor seeking to appraise Alleghany’s se- 
curities. 

It has been contended that any increases in the value of the new preferred 
stock which might occur after final consummation of the plan would not be at 
the expense of the common stockholder but would be generated in the market 
place, with both the preferred and common stockholders benefiting therefrom. 
However we cannot accept this argument as supporting the fairness of the 
exchange offer. This argument ignores the fact that it was implicit in the formu- 
lation and adoption of the exchange offer that most if not all of the benefits to 
be realized from the plan would be reflected in the price of Alleghany’s common 
stock on the date as of which the conversion ratio was to be fixed. However, as 
we have seen, the record contains substantial evidence indicating that this 
expectation was not realized, with the result that the new preferred stock 
receivable under the exchange offer for each share of old preferred stock would 
uttain a market value after consummation of the exchange far in excess of 
what might be considered within the permissible range of fairness. Further- 
more, the argument emphasizes the highly speculative nature of the right to 
purchase common stock, which is the essence of the new security, and the in- 
appropriateness of issuing an order of exemption pursuant to Section 6(c) 
as consistent with the protection of investors. 


CONCLUSION 


We have determined that it would be inappropriate to declare that no approval 
or other action on our part is now required under the Act with respect to the 
transactions involved in the exchange offer. We have also found that the new 
preferred stock falls within the prohibition of Section 18(d) of the Act, and 


oak 


that on the basis of the record before us we cannot find that the exchange offer 
falls within the range of fairness. Under all the circumstances, we conclude 
that an exemption is not necessary or appropriate in the public interest 
or consistent with the protection of investors and the purposes fairly intended 
by the policy and provisions of the Act. In reaching this conclusion we are mind- 
ful of the position in which the preferred stockholders find themselves by virtue 
of the restrictions on trading that have been imposed. However, such restric- 
tions were not the consequence of any action by us and they cannot alter the 
nature of our responsibility to apply the standards of the Act. Accordingly, 
we shall deny the application. 


* Wallace testified that Alleghany’s officers, including Young and Kirby, anticipated 
that most of the benefits of the plan to the cemmon stock, including the increased asset 
value, would be reflected in the market price of the common stock prior to the date on 
which the exchange ratio wis fixed, although it was recognized that there might be some 
slight increase as a result of the plan after that date. He further stated that they did not 
anticipate that the approximately $3.80 increase in asset value which results from the 
exchange offer would be accompanied by a similar increase in market value, but rather 
that the common stock of Alleghany, like that of other closed-end investment companies, 
would sell at some discount from its asset value, although no one was certain of the 
extent of that discount. In this connection, Wallace pointed out that the price of the 
common stock had risen to a point where it was no longer a very low-priced stock and 
that the rise in value of such holdings as IDS which was anticipated when the stock was 
selling at a premium had now been realized. 
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To whatever extent the proposed findings and exceptions involve issues which 
are relevant and material to the decision of this case we have by our detailed 
Findings and Opinion herein already ruled upon them. We hereby expressly 
approve these requested findings and sustain those exceptions to the extent that 
they are in accord with the views set forth herein, and we expressly overrule 
those exceptions and disapprove those proposed findings to the extent that they 
are inconsistent with such views. 

An appropriate order will issue. 

Bv the Commission (Chairman Armstrong and Commissioners Orrick, Hastings 
and Sargent), Commissioner Patterson filing a dissenting opinion (attached). 


OrvaL L. DuBots, Secretary. 


Commissioner Patterson, Dissenting: 


I would grant an exemption with respect to the exchange offer.’ 

In my opinion the new preferred stock is exempt from the provisions of Sec- 
tion 18 of the Act. Section 18(e) (2) exempts from the provisions of Section 18 
senior securities issued by a closed-end company in connection with a refunding 
of the type here presented. Section 18(g) defines a senior security as ** * * any 
stock of a class having priority over any other class as to distribution of assets 
or payment of dividends * * *.””. The new preferred stock carries with it a 
priority over the common stock as to distribution of assets and payment of 
dividends and therefore comes within the specific statutory definition of a senior 
security. F 

I recognize that certain difficulties of evaluation and appraisal are presented 
by the evidence of record. However, it is my opinion on the basis of the record 
that the exchange offer falls within the permissible range of fairness. Deter- 
minations as to fairness need not and usually cannot be based on precise values 
and fairness may be found to exist within a range of values.’ 

Alleghany’s old preferred stock had been outstanding for many years. As of 
May 1, 1955, the old preferred stock could be redeemed only by payment in cash 
of the redemption price of $105 per share, plus unpaid dividend arrears of $132, 
or a total of $237. Under the exchange offer each share of the $100 par value 
old preferred stock is exchangable at the option of the holder for ten shares 
of 6% Convertible Preferred Stock, $10 par value. The new preferred is en- 
titled in the event of voluntary liquidation or redemption to 105% of par value 
or $10.50, and in the event of involuntary liquidation to par value, plus accrued 
dividends in each case. The new preferred stock is not redeemable prior to 
May 1, 1970, but is convertible at any time. The new preferred stock will be 
entitled to a cumulative dividend of 60 cents per share per year, or $6.00 
on the ten shares received in exchange for each share of the old preferred. 

The new preferred stock is. convertible into shares of common stock upon the 
payment of $3.75 per share of common stock. The number of common shares 
into which each new preferred share may be converted was to be fixed as of 
May 25, 1955, so that as of that date the market price of the common stock 
securable upon conversion of ten shares of the new preferred stock, less the 
$3.75 per share conversion payment, would be equal to approximately $237, the 
redemption price. 

While the annual dividend preference on the new stock is slightly higher 
than the $5.50 dividend on the old stock, this is of little significance, since no 
return is being offered on the unpaid dividend arrears and the record indi- 
cates that the new stock is of such quality that but for its conversion feature 
its market value would be less than its par value. 

In order that the new preferred stock would have a value sufficient to induce 
the old preferred stockholders to relinquish voluntarily their relatively well 





?I would condition the exemption to require Alleghany to make an offer of rescission 
in compliance with the provisions of the Securities Act of 1933. Alleghany has not 
registered the new preferred stock under that Act, nor delivered a prospectus to security 
holders, claiming the exemption provided in Section 3(a)(6) of that statute for securities 
“issued by a common or contract carrier, the issuance of which is subject to the provi- 
sions of Section 20(a) of the Interstate Commerce Act, as amended.’ However, it has 
been judicially determined that Alleghany was not subject to the provisions of the latter 
section. 

7 See, e.g., In the matter of The American Superpower Corporation, et al., Investment 
Company Act Release No. 1758 (May 19, 1952); In the matter of The Standard Investing 
Corporation, et al., 8 S.E.C. 1019 (1941). 
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secured senior claim and to accept the exchange, and because of the speculative 
character of the conversion privilege, it was necessary to offer a premium over 
the redemption claim of $237, with this premium to be realized as a result of 
the 15-year non-callable feature. Recognizing the advantages accruing to the 
common stockholders from the exchange offer and the necessity for providing 
sufficient inducement to the preferred stockholders to accept the exchange, I 
do not believe that the amount of the premium offered the preferred stock- 
holders under the exchange offer is so great as to place it outside the permis- 
sible limits of fairness. I think that the market prices of the Alleghany common 
stock as of May 25, 1955, largely, if not entirely, reflected the anticipated benefits 
from the exchange offer and that actual consummation of the offer would not 
have the effect of increasing the price of the common stock beyond such limits. 

Moreover, it should be noted that the anticipated premium on the new pre- 
ferred stock is not one which can be immediately realized by all of the old 
preferred stockholders because the record indicates that if disposition were 
attempted of any substantial number of new shares immediately upon the con- 
summation of the exchange offer, the premium would certainly narrow and 
probably disappear. Consequently, preferred stockholders who accepted the 
exchange offer would have to retain their investments for varying periods of 
time during which they would be exposed to fluctuations in the price of the 
underlying Common stock. 

In addition, in considering the fairness of this voluntary exchange offer, weight 
may appropriately be given to the overwhelming approval of the offer by all 
classes of stockholders of Alleghany. 


APPENDIX A 
ALLEGHANY CORPORATION 


Statement of income year ended Dec. 31, 1955, with comparative figures for 1954 


1955 1954 


Income (exclusive of security transactions 


Dividends. _- $1, 593, 000 $702, 529 
Interest earned on investments 342, 714 | 246, 796 
Other interest and miscellaneous 575, 665 726, 790 
Total income 2, 511, 379 1, 676, 115 
Expenses: 
Interest on debentures and bank loans 874, 354 881, 061 
Amortization of debt expenses 9, 387 13, 434 
Administrative and general expenses 1, 143, 512 | 829, 098 
Advances and expenses re Missouri Pacific Railroad Co. reorganization 92, 405 57, 769 
Total expenses 2, 119, 658 1, 781, 362 
Income (loss) (exclusive of profit and loss on security transactions) before 
provision for Federal taxes on income 391, 72 (105, 247 
Provision for Federal taxes on income (including $40,000 for prior years) 75, 000 
Net income (loss) (exclusive of profit and loss on security transactions 
transferred to earned surplus (deficit) . 316, 721 (105, 247) 


STATEMENT OF PROFIT ON SECURITY TRANSACTIONS 


Net gain on sales of securities_- | $1,989, 172 | $3, 812, 645 
Net gain on joint ventures 466, 103 


Net gain on security transattions transferred to earned surplus (deficit) 1, 989, 172 4, 278, 748 
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UNITED STATES OF AMERICA 
before the 
SECURITIES AND EXCHANGE COMMISSION 
November 30, 1956 
In the Matter of ALLEGHANY CORPORATION 
(Files Nos. 812-987; 812-988; 812-998) 
(Investment Company Act of 1940, Section 6(c) ) 
ORDER DENYING APPLICATION 


Alleghany Corporation (“Alleghany’’), a registered investment company, cer- 
tain holders of its 544 percent Cumulative Preferred Stock, Series A, and cer- 
tain holders of its common stock and warrants, having filed separate applica- 
tions for a declaration that no approval or other action of the Commission is 
required under the Investment Company Act of 1940 with respect to the transac- 
tions involved in the exchange of said 544 percent Cumulative Preferred Stock for 
6 percent Convertible Preferred Stock of Alleghany, or, in the alternative, for 
an order pursuant to Section 6(c) of said Act exempting said transactions from 
the provisions thereof. 

Proceedings on said applications having been consolidated, public hearings 
having been held after appropriate notice, proposed findings and briefs having 
been filed, the Division of Corporate Regulation having filed Proposed Findings 
and Conclusions, and exceptions thereto having been filed: and 

The Commission having this day entered its Findings and Opinion herein; on 
the basis of such Findings and Opinion 

Ir Is ORDERED that the aforesaid applications be, and they hereby are, denied. 

By the Commission. 

OrvAL L. DuBors. Secretary. 


42560 O—59—_—38 
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BRESWICK & CO. and Randolph Phil- 
lips, as common stockholders of Alle- 
ghany Corporation, Plaintiffs, 

v. 

UNITED STATES of America, the Inter- 
state Commerce Commission, Alleghany 
Corporation, the New York Central 
Railroad Company, Joseph S. Gruss, 
Charlies H. Blatt, Albert B. Cohen, Ar- 
thur A. Winner and Alvin J. Delaire, a 
copartnership, doing business as Gruss 
& Co., and Samuel A. Mehiman, Edward 

Gornish and others, Defendants. 


United States District Court 
S. D. New York. 
Nov. 18, 1955. 
On Motions for Reargument and New 
Trial Jan. 27, 1956. 


Certain stockholders of investment 
company brought action against compa- 
ny, Interstate Commerce Commission, 
and others for injunction requiring Com- 
mission to set aside its orders granting 
application of company to be considered 
as carrier subject to provisions of Inter- 
state Commerce Act rather than to pro- 
visions of Investment Company Act and 
to restrain enforcement of Commission’s 
order approving proposed exchange of 
preferred stock of company. A Three- 
Judge District Court held, inter alia, that 
under section of Interstate Commerce 
Act providing that one not a carrier 
may be considered carrier under Act 
when authorized by Commission order to 
acquire control of any carrier or two or 
more carriers, Interstate Commerce 
Commission could not order that invest- 
ment company be considered as carrier 
under Act, where investment company, in 
applying to be so considered, did not 
seek authority to acquire control of car- 
rier, and that approval of stock exchange 
was consequently invalid and sharehold- 
ers were entitled to injunctive relief. 


Judgment for plaintiffs. 


L. Commerce €—85(3) 
Under Interstate Commerce Act sec- 
tion relating to unifications, mergers and 
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acquisitions of control, a merger of car 
riers may involve an acquisition of con- 
trol by non-carrier, where, through merg- 
er, non-carrier acquires control, direct or 
indirect, of carrier or carrier property 
which non-carrier has not previously 
controlled. Interstate Commerce Act, §§ 
5(2) (a) (i, ii), 5(3), 20a, 49 U.S.C.A. 
§§ 5(2) (a) (i, ii), 5(3), 20a. 


2. Commerce 286 

Under Interstate Commerce Act sec- 
tion relating to unifications, mergers and 
acquisitions of control, where non-car- 
rier was allegedly already in indirect 
control of carrier and merger of that 
carrier and other carriers in non-car- 
rier’s control left non-carrier in indirect 
control of such property, no acquisition 
by non-carrier resulted from merger and 
commission had no power to make any 
order, in merger proceedings, which 
would authorize the non-carrier to ac- 
quire control of the carrier, and non- 
carrier was not necessary party to merg- 
er proceedings. Interstate Commerce 
Act, §§ 5(2) (a) (i, ii), 5(3), 16, 20a, 
49 U.S.C.A. §§ 5(2) (a) (i, ii), 5(3), 16, 
20a. 


3. Statutes <=—219 

Where administrative interpreta- 
tions lack consistency and uniformity, 
courts give them little or no weight. 


4 Commerce ¢85(3) 

Under section of Interstate Com- 
merce Act providing that one not a car- 
rier may be considered carrier under Act 
when authorized by Commission order to 
acquire control of any carrier or two or 
more carriers, Interstate Commerce 
Commission could not order that invest- 
ment company be considered as carrier 
under Act, where investment company 
in applying to be so considered did not 
seek authority to acquire control of car- 


rier. Interstate Commerce Act, § 5(2, 3),' 


49 U.S.C.A. § 5(2, 3). 


5. Commerce ©-85(3) 

Interstate Commerce Act provisions 
that “all” orders of Commission shall 
take effect within reasonable time and 
continue in force until further order or 
for time prescribed in order must be 
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read in connection with preceding par- 
agraph of same section which relates 
solely to rate orders and the like, and it 
did not apply to a merger order. Inter- 
stale Commerce Act, § 15, 49 U.S.C.A. § 
16. 


6 Commerce €—85(3) 

Where, after Interstate Commerce 
Commission had entered order declaring 
that investment company which held 
stock in carriers had status of carrier, 
company divested itself of control of all 
carriers, order became ineffective, and 
when Commission subsequently expressly 
terminated such order, investment com- 
pany was not within Interstate Com- 
merce Commission regulation when it 
thereafter proposed new issue of stock, 
and order approving exchange was nulli- 
ty, in view of Investment Company Act 
section exempting from such act’s provi- 
sion company subject to Interstate Com- 
merce Commission regulations. Invest- 
ment Company Act of 1940, §§ 1 et seq., 
3(c) (9), 6(c), 7, 8(f), 15 U.S.C.A. §§ 
80a-1 et seq., 80a-3(c) (9), 80a—6(c), 
80a-7, 80a-8(f); Interstate Commerce 
Act, §§ 5(1, 2), 16, 20a, 49 U.S.C.A. §§ 
5(1, 2), 16, 20a. 


7. Banks and Banking <—310 

Under provisions of Investment 
Company Act exempting from Act com- 
panies subject to Interstate Commerce 
Commission regulation, Securities Ex- 
change Commission’s order exempting 
from act a company subject to Interstate 
Commerce Commission regulation was 
but formal recognition of such exemp- 
tion which became operative when Inter- 
state Commerce Commission made order 
regulating company and when Interstate 
Commerce Commission order lost its effi- 
cacy, Securities Exchange Commission 
order became automatically inefficacious 
and company immediately became again 
subject to Investment Company Act with- 
out necessity of another order by Securi- 
ties Exchange Commission. Investment 
Company Act of 1940, §§ 1 et seq., 3(c) 
(9), 6(c), 7, 8(f), 15 U.S.C.A. §§ 80a-1 
et seq., 80a-3(c) (9), 80a-6(c), 80a-7, 
80a-8(f); Interstate Commerce Act, §§ 
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5(2, 3), 16, 20a, 49 U.S.C.A. §§ 5(2, 3) 
16, 20a. 


8 Commerce <—96 

Common stockholders of investment 
company had standing to bring action 
against company, Interstate Commerce 
Commission and others, for injunction 
requiring Commission to set aside order 
approving proposed exchange of pre- 
ferred stock for common stock in com- 
pany, asserting harm to themselves in 
that right to convert preferred into com- 
mon stock would dilute their interest, 
even if many injured common stockhold- 
ers approve proposed transfer. Invest- 
ment Company Act of 1940, §§ 1 et seq., 
3(c) (9), 7, 15 U.S.C.A. §§ 80a-1 et seq., 
80a-3(c) (9), 80a-7: Interstate Com- 
merce Act, §§ 1 et seq., 5/2) (a) (i, ii), 
5(3), 16, 20a, 49 U.S.C.A. §§ 1 et seq., 5 
(2) (a) (i, ii), 5(3), 16, 20a. 


9. Commerce €—91 

Order of Interstate Commerce Com- 
mission that investment company could 
be considered as carrier subject to pro- 
visions of Interstate Commerce Act and 
exempt from Investment Company Act 
was reviewable poy Federal District 
Court. Investment Company Act of 
1940, §§ 1 et seq., 3(c) (9), 7, 15 U.S.C.A. 
§§ 80a-1 et seq., 80a-3(c) (9), 80a-7; 
Interstate Commerce Act, §§ 1 et seq., 
5(2) (a) (i, ii), 6 (3), 16, 20a, 49 U.S. 
C.A. §§ 1 et seq., 5(2) (a), (i, ii), 5(3), 
16, 20a. 


10. Corporations ©—189(1) 

Common stockholders alleging di- 
rect harm to themselves as stockholders 
from proposed transfer of stock had 
standing to sue corporatioon where they 
owned stock at time they brought suit. 
Investment Company Act of 1940, §§ 1 
et seq., 7, 15 U.S.C.A. §§ 80a-1 et seq., 
80a-7. 


1L. Commerce 93 

Even if order of Interstate Com- 
merce Commission granting non-carrier 
a carrier status may not have been itself 
reviewable, where Commission made sub- 
sequent order approving its issuance of 
new stock, there arose right on part of 
existing stockholders to seek review of 
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such order and also status order on 
which order approving stock issuance 
was based. Interstate Commerce Act, 
$§ 5(2) (a) (i, ii), 16, 20a, 49 U.S.C.A. 
§§ 5(2) (a) (i, ii), 16, 20a; Investment 
Company Act of 1940, §§ 1 et seq., 7, 
15 U.S.C.A. §§ 80a-1 et seq., 80a-7. 


12. Commerce ©—96 

Where Interstate Commerce Com- 
mission had entered erroneous orders 
that an investment company was to be 
treated as carrier and subject to provi- 
sions of Interstate Commerce Act in- 
stead of Investment Company Act and 
that it was entitled to issue new pre- 
ferred stock which could be exchanged 
for common stock, common stockholders 
who would suffer damage if new stock 
should issue were entitled to injunction 
to restrain Interstate Commerce Com- 
mission and investment company from 
enforcing or taking any action pursuant 
to orders. Investment Company Act of 
1940, §§ 1 et seq., 3(c) (9), 6(c), 8(f), 
15 U.S.C.A. §§ 80a-1 et seq., 80a-3(c) 
(9), 80a-6(c), 80a-8(f); Interstate 
Commerce Act, §§ 1 et seq., 5, 16, 20a, 49 
U.S.C.A. §§ 1 et seq., 5, 16, 20a. 


13. Commerce @96 

Where Interstate Commerce Com- 
mission had entered void orders holding 
investment company subject to provisions 
of Interstate Commerce Act as a carrier 
and authorizing issuance of preferred 
stock, convertible into common, court 
would not deny injunctive relief to com- 
mon stockholders against enforcement of 
such order or issuance of stock even if 
intervening preferred stockholders had 
changed their positions in reliance upon 
such orders or if they had invested mil- 
lions of dollars and plaintiffs owned only 
a small amount of common stock. Inter- 
state Commerce Act, §§ 5(2, 3), 16, 20a, 
49 U.S.C.A. §§ 5(2, 3), 16, 20a. 


14. Commerce €85(3) 

Interstate Commerce Commission 
does not have jurisdiction to enter order 
granting a non-carrier the status of car- 
rier merely because it has found an ac- 
quisition of control by non-carrier of 
carriers as result of alteration in form 
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of control previously exercised. Inter- 
state Commerce Act, § 5(2, 3), 49 US. 
C.A. $ 5(2, 3). 


15. Commerce ¢—88 

Where findings of Interstate Com- 
merce Commission did no more than say 
that investment company, with some one 
else, controlled railroad, findings were in- 
sufficient to support conclusion of Com- 
mission that investment company had 
control of railroad within meaning of 
Interstate Commerce Act. Interstate 
Commerce Act, §§ 5(2) (a) (i), 16, 20a, 
49 U.S.C.A. §§ 5(2) (a) (i), 16, 20a; In- 
vestment Company Act of 1940, §§ 1 et 
seq., 7, 15 U.S.C.A. §§ 80a-1 et seq., 
80a-7. 


16. Commerce ©—86 

The Interstate Commerce Commis- 
sion in considering application of non- 
carrier to be considered as carrier sub- 
ject to provisions of Interstate Commerce 
Act was required to give evidentiary 
hearing to intervenors claiming to be 
company’s stockholders opposed to de- 
termination that company be considered 
carrier where intervenors specifically de- 
nied facts alleged in non-carrier’s appli- 
cation. Interstate Commerce Act, § 5(3), 
49 U.S.C.A. § 5(3); General Rules of 
Practice Before the Commission in Pro- 
ceedings under the Interstate Commerce 
Act, rules 5(j, k), 19, 44, and (b), 45(b), 
50, 74, 49 U.S.C.A. Appendix. 


17. Commerce ¢91 

Court in reviewing order of Inter- 
state Commerce Commission granting to 
non-carrier a carrier status would not go 
behind Commission record to see if in- 
tervenors claiming to be stockholders 
were stockholders where non-carrier did 
not deny them such status in its answer. 
Interstate Commerce Act, § 5(3), 49 
U.S.C.A. § 5(3); General Rules of Prac- 
tice Before the Commission in Proceed- 
ings under the Interstate Commerce 
Act, rules 5(j, k), 19, 44, and (b), 45(b), 
50, 74, 49 U.S.C.A.Appendix. 


18. Commerce <—88 
Under Interstate Commerce Act sec- 
tion providing that commission may ap- 
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prove acquisitions and mergers where 
they are in public interest, commission 
opinions were defective where they failed 
to find that an acquisition involved was in 
the public interest. Interstate Com- 
merce Act, § 5(2) (b), 49 U.S.C.A. § 
5(2) (b). 


19. Commerce €—85(3) 

Under Interstate Commerce Act sec- 
tion authorizing Commission to approve 
acquisitions and mergers when it finds 
them in public interest, fact that statute 
contemplates consideration of proposed 
transaction does not mean that consum- 
mated, though unauthorized, transaction 
must be accepted as legitimate. Inter- 
state Commerce Act, § 5(1, 2, 3), 49 U.S. 
C.A. § &(1, 2, 8). 


On Motion for Reargument. 


20. Commerce ¢85(3) 

It is only those transactions by non- 
carrier which involve acquisition of con- 
trol of carrier which may form basis for 
Interstate Commerce Commission order 
that non-carrier be considered carrier. 
Interstate Commerce Act, § 5(2, 3), 49 
U.S.C.A. § 5(2, 3). 


On Motion for New Trial. 


2L. Commerce €—85(3) 

Under Interstate Commerce Act sec- 
tion providing that where non-carrier ac- 
quires interest in carrier, Commission 
may enter order granting to non-carrier 
status of carrier, status of carrier is con- 
ditioned on provision to that effect in 
commission order and no matter how el- 
igible non-carrier may be for carrier sta- 
tus, it may not enjoy such status in ab- 
sence of order and even if a merger in- 
volved acquisition of control of carrier 
by non-carrier, where order did not 
grant non-carrier carrier status, such 
order formed no basis for commission’s 
authorizing stock issue by carrier. In- 
terstate Commerce Act, § 5(2, 3), 49 U.S. 
C.A. § 5(2, 3). 
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Before FRANK, Circuit Judge, and 
DIMOCK and WALSH, District Judges. 


PER CURIAM. 

This is an action to enjoin, or vacate 
and set aside as void, orders of the In- 
terstate Commerce Commission. 

Since the filing of our previous opin- 
ion dealing with the preliminary injunc- 
tion,? and of our order granting such an 
injunction, we have held a hearing on the 
merits, at which we received evidence, 
heard extensive arguments, and received 


1. The majority opinion is reported at 134 F.Supp. 132. 
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elaborate briefs, concerning final relief. 
As a result, we adhere, for the most part, 
to what was said in the previous majori- 
ty opinion. 

1. However, we now think the follow- 
ing considerations are pivotal: Defend- 
ants’ chief contention runs thus: (1) 
Under the doctrine of United States v. 
Marshall Transport Co., 822 U.S. 31, 64 
S.Ct. 899, 88 L.Ed. 1110, Alleghany was 
a necessary party to the merger proceed- 
ings. (2) The Commission, by its order 
in those merger proceedings, held it in 
the public interest that, by the merger, 
Alleghany should acquire control of the 
Bridge Company. (3) That order, au- 
thorizing Alleghany to acquire that con- 
trol, made Alleghany, pursuant to Sec- 
tion 5(3), a carrier for purposes of Sec- 
tion 20a, 49 U.S.C.A. §§ 5(3), 20a. 


We think item (1) of this argument 
untenable. For, assuming, arguendo, 
that, before the merger, Alleghany al- 
ready controlled New York Central,? we 
think the merger of Bridge Company and 
Big Four did not involve any further ac- 
quisition by Alleghany, a non-carrier. 
We rest this conclusion on an analysis 
of 49 U.S.C.A. § 5(2) (a) (i). For con- 
venience, we print, as follows, its provi- 
sions in separate sub-paragraphs, as- 
signing each sub-paragraph a Roman 
number: 

“It shall be lawful, with the ap- 
proval and authorization of the Com- 
mission, as provided in subdivision 
(b)— 

“(1) for two or more carriers to 
consolidate or merge their proper- 
ties or franchises, or any part there- 
of, into one corporation for the own- 
ership, management, and operation 
of the properties theretofore in sep- 
arate ownership; or 

“(II) for any carrier, or two or 
more carriers, jointly, to purchase, 


fa. Chief Judge Clark duly designated 
Judge Frank in place of Judge Hincks 
who was unable to sit because of illness. 


2. As to which, see point II of the Ap- 
pendix to this opinion. 
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lease, or contract to operate the 
properties, or any part thereof, of 
another; or 

“(III) for any carrier, or two or 
more carriers, jointly, to acquire 
control of another through owner- 
ship of its stock or otherwise; or 

“(IV) for a person which is not 
a carrier to acquire control of two 
or more carriers through ownership 
of their stock or otherwise; or 

“(V) for a person which is not a 
carrier and which has control of one 
or more carriers to acquire control 
of another carrier through owner- 
ship of its stock or otherwise; 


Subparagraphs (I), (II), and (Ill) 
deal solely with carriers. Subparagraph 
(1) deals with a merger, (II) with a pur- 
chase, lease or contract to operate, and 
(III) with a case where a carrier or car- 
riers seek to “acquire control.” In con- 
trast, subparagraph (IV) and (V) deal 
solely with situations which involve “a 
person which is not a carrier;” as to 
such a person, those two subparagraphs 
significantly say nothing whatever about 
a merger, but relate exclusively to cases 
in which a non-carrier seeks to “‘acquire 
control.” 


{1,2] A merger of carriers may in- 
volve an acquisition 6f control by a non- 
carrier, where, through the merger, the 
non-carrier acquires control (direct or in- 
direct) of a carrier or carrier property 
which the non-carrier had previously not 
controlled; United States v. Marshall 
Transport Co., 322 U.S. 31, 64 S.Ct. 899, 
88 L.Ed. 1110. But where, as in the in- 
stant case, the non-carrier (Alleghany) is 
(according to our assumption, arguendo) 
already in indirect control of a carrier 
(Bridge Company), and the merger still 
leaves the non-carrier in indirect control 
of such property, no acquisition by the 


3. Section 5(2) (a) (ii) reads: 
for a carrier by railroad to acquire 
trackage rights over, or joint ownership 
in or joint use of, any railroad line or 
lines owned or operated by any other 
such carrier, 
thereto.” 


and terminals incidental 
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non-carrier results from the merger.‘ 
This seems to us the plain, clear and ob- 
vious interpretation of the statute. 
Therefore, United States v. Marshall 
Transport Co., supra, is inapposite. We 
think the Commission had no power to 
make any order, in the merger proceed- 
ings, which authorized the Alleghany 
Corporation to “acquire control” of 
Bridge. Accordingly, so much of the or- 
der as purported to do so was a legal nul- 
lity. 


[3] Defendants argue that this in- 
terpretation of Section 5(2) (a) (i) is er- 
roneous because the Commission’s deci- 
sions disclose a contrary well-settled ad- 
ministrative interpretation of that sec- 
tion. We find no such well-settled admin- 
istrative interpretation. See point I of 
the Appendix to this opinion, where we 
discuss the pertinent Commission deci- 
sions; it shows that the Commission’s 
interpretations have been not at all con- 
sistent and uniform. We assume, argu- 
endo, that, were they clear, uniform and 
consistent, we would be obliged to abide 
by them, (a proposition by no means cer- 
tain when the administrative interpre- 
tation is patently irrational).6 But when 
administrative interpretations lack con- 
sistency and uniformity, the courts give 
them little or no weight.* 


[4] Alleghany did not seek, nor did 
the Commission enter, any order approv- 
ing Alleghany’s control of New York 


4. The merger proceedings also involved 
approval of a lease of Bridge Compa- 
ny's property to New York Central; 
again, that transaction involved no acqui- 
sition of control by Alleghany of prop- 
erty which it had not previously con- 
trolled. 


5. See the opinion of Judge Learned Hand 
in Kandelin v, Social Security Board, 2 
Cir., 136 F.2d 327, 328, 147 A.L.R. 596. 


6. United States v. Missouri Pac. R. Co., 
278 U.S. 269, 280, 49 S.Ct. 133, 73 L. 
Ed. 322; Burnet v. Chicago Portrait Co., 
285 U.S. 1, 16, 52 S.Ct. 275, 76 L.Ed. 
587; Alexander v. Cosden Pipe Line 
Co., 290 U.S. 484, 498, 54 S.Ct. 292, 
78 L.Ed. 452: Estate of Sanford v. Com- 
missioner, 308 U.S. 39, 49-54, 60 S.Ct 
51, S84 L.Ed. 20; American Surety Co. 
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Central as in the public interest. Con- 
sequently, assuming, arguendo, that Alle- 
ghany had acquired control of Central, 
there is no Commission order, under Sec- 
tion 5(2) which brings Alleghany within 
the Commission’s jurisdiction under Sec- 
tion 5(3). 


[5] 2. Defendants contend, in the 
alternative, that Alleghany still has the 
status of a carrier by virtue of the I. C. 
C.’s order of June 5, 1945. We rejected 
that contention in our previous opinion, 
and see no reason for abandoning that re- 
jection. Alleghany points to 49 U.S.C.A. 
§ 15(2) which provides that “all” orders 
of the I. C. C. “shall take effect within 
such reasonable time, not less than thirty 
days, and shall continue in force until 
its further order, or for a specified period 
of time, according as shall be prescribed 
in the order, unless the same shall be 
suspended or modified or set aside by the 
commission * * *”, But we think 
Section 15(2) must be read in connec- 
tion with Section 15(1) which relates 
solely to rate orders or the like. A single 
sentence in the opinion of the Chicago 
Junction Case, 264 U.S. 258, 270, 44 S. 
Ct. 317, 68 L.Ed. 667 (per Brandeis, J.) 
otherwise intimates. But subsequently, 
in United States v. American Ry. Express 
Co., 265 U.S. 425, 430, note 3, 44 S.Ct. 
560, 562, 68 L.Ed. 1087, the Court (again 
per Brandeis, J.) said: ‘Paragraph 2 of 
section 15 deals only with the time when 
orders under paragraph 1 take effect.’”? 


of New York v. Bethlehem Nat. Bank, 
314 U.S. 314, 319, 62 S.Ct. 226, 86 L. 
Ed. 241; United States v. Healey, 160 
U.S. 136, 145, 16 S.Ct. 247, 40 L.Ed. 
369; Merritt v. Cameron, 137 U.S. 542, 
551-552, 11 S.Ct. 174, 34 L.Ed, 772; 
Isbrandtsen Co. v. United States, D.C., 
96 F.Supp. 883, 891 note 23. See also 
annotations in 73 L.Ed. 345-349, and 84 
L.Ed. 47-50. 


7. This subsection of the Act is set forth 


under the heading: “Determination of 
Rates, Routes, etc.; routing of traffic; 
disclosures [of routing], etc.” 

It was inserted in the Act by amend- 
ment of February 28, 1920, after Inter- 
state Commerce Commissioner Clark had 
fo requested on behalf of the Commis- 
sion, at hearings on II.R. 4378 before 








594 


It is noteworthy that Section 16(6) deal- 
ing with the suspension or modification of 
orders of the Commission contains no 
clause continuing them in effect until 
such suspension or modification. 


[6] Accordingly, when Alleghany di- 
vested itself of the control of all car- 
riers, the order of June 5, 1945, became 
inoperative.** This occurred before the 
I. C. C. order authorizing Alleghany to 
issue its new preferred. But, even if we 
are wrong in this respect, there remains 
the fact that the I. C. C., in its “status” 
order, issued by Division Four on March 
2, 1955, and affirmed by the full Com- 
mission on May 24, 1955, expressly ter- 
minated the June 5, 1945 order so that 
when, on June 22, 1955 the I. C. C. pur- 
ported to authorize the issuance of the 
preferred stock, the June 6, 1945 order 
had already been explicitly nullified. 


Consequently, as Alleghany was not 
within I. C. C. regulation when it pro- 
posed to issue its new preferred stock, 
the issuance of that stock would violate 
the Investment Company Act for this 
reason: The S. E. C. order of October 


the House Committee on Interstate and 
Foreign Commerce, held on July 15, 
1919, p. 28. The legislative record makes 
clear that the I1.C.C. sought the amend- 
ment because of questions relating to 
the duration of its rate orders. 

Under the heading “Power of Com- 
mission to Fix Rates,” H.R. No. 456 on 
the Transportation Act of 1920 states, 
after a discussion limited solely to rates 
and routing orders: 

“The amendment also provides that or- 
ders of the Commission shall continue in 
force until its further order in lieu of 
the existing law which provides that they 
shall continue in force for not exceed- 
ing two years. The existing law provides 
that the Commission may suspend sched- 
ules of rates filed with it for 120 days, 
and for a further period not exceeding 
six months.” 

The 1920 Act amended 15(2) as then 
existing, and changed # to its present 
form. In explaining the amendment on 
the floor of Congress, Chairman Esch of 
the House Interstate and Foreign Com- 
merce Committee stated: 

“We also change the existing law which 
requires rates, fareg and charges to re- 
main in existence for a period of two 


138 F.Supp.—® 
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25, 1945, which terminated Alleghany’s 
registration under the Investment Com- 
pany Act, 15 U.S.C.A. § 80a-1 et seq. 
ceased to have any effect, at the very lat- 
est, on May 24, 1955, and Alleghany was 
then forthwith within the coverage of 
the Investment Company Act. Alleghany 
could not thereafter lawfully issue any 
new securities because of Section 7 of 
that Act, 16 U.S.C.A. § 80a-7. 


(7) Alleghany contends, however, 
that the S. E. C. order of October 25, 
1945, exempted Alleghany from the In- 
vestment Company Act; that, to bring 
Alleghany within the coverage of the 
Act required another S. E. C. order; and 
that no such order has been entered. We 
cannot agree for this reason: Section 
3(c) (9) of that Act, 15 U.S.C.A. § 
80a-S8(c) (9), exempts from that Act's 
provisions any company subject to I. 
C. C. regulation. The S. E. C. order of 
October 25, 1945 was but a formal recog- 
nition of that exemption, which became 
operative when the I. C. C. made its or- 
der of June 5, 1945, since, by that or- 
der, Alleghany became subject to I. C. C. 
regulation. When, however, at the lat- 


years after the determination of the 
Commission. We provide no limit, be- 
lieving that it is wiser, to have no fixed 
limit. Some of the Shreveport cases 
were pending for practically two years. 
It is easy to conceive of a case that 
might continue for almost two years, 
and if the present law remained in ef- 
fect it would mean that the rates es- 
tablished after a long and expensive liti- 
gation might become operative for a pe- 
riod much less than the two years.” 58 
Cong.Rec. 8317 (66 Cong. 2d Session). 

Moreover, before 1920, there was no 
separate subsection 2 in Section 15. A 
similar provision was imbedded in a par- 
agraph in Section 15 relating solely to 
rate regulation and the like, and it would 
have been difficult to argue that such 
provision applied to I.C.C. orders is- 
sued under other sections of the Act. 
See 34 Stat. 589; 36 Stat. 551. 


7a. Alleghany, on January 19, 1954, had 
divested itself of the control of all but 
one carrier, the United States Truck- 
ing Company, which it controlled through 
its ownership of the stock of the Pitts- 
ton Company. On May 21, 1954, it 
ceased to control even that one carrier. 
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et on May 24, 1955, the June 5, 1945 
1. C. C. order lost its efficacy, thereupon 
the S. E. C. order of October 25, 1945 be- 
came automatically inefficacious, with the 
result that Alleghany immediately be- 
came again subject to the Investment 
Company Act.® 

Alleghany cites Securities and Ex- 
change Commission v. Long Island Light- 
ing Co., 2 Cir., 148 F.2d 252, judgment 
vacated on the ground of mootness, 325 
U.S. 833, 65 S.Ct. 1085, 89 L.Ed. 1961, 
and In re United Corporation, D.C., 128 
F.Supp. 725, as authority in support of 
its contention that the October 25, 1945 
order of the S. E. C. continued in effect. 
The Long Island Lighting Company 
Case is inapposite.® There the S. E. C. 


& The S.E.C. in its opinion accompany- 
ing its order of October 25, 1945, 20 
S.E.C. 731, said that, if Alleghany in the 
future ceased to be subject to regula- 
tion under the I-C.C. Act, “The order 
may be revoked, suspended, or modified 
after appropriate notice and opportuni- 
ty for hearing.” 

We think that, since that order was 
not entered in the exercise of the dis- 
cretion of the S.E.C., but was entered 
perforce, this language did not have the 
effect of excluding Alleghany, when it 
ceased to be subject to 1.C.C. regulation, 
from the Investment Company Act until 
a further order of the S.E.C. 


In a memo filed on August 1, 1955, by 
the S.E.C. with Mr. Justice Harlan on 
a motion to stay enforcement of our pre- 
liminary injunction order, the S.E.C. 
stated: 

“It will be noted that Section 3(c) of 
the Investment Company Act states that 
‘none of the following persons is an in- 
vestment company within the meaning of 
this title,” including under subsection 
(9) thereof a company which is ‘sub- 
ject to regulation under the Interstate 
Commerce Act.’ Such exclusion from 
the Act is automatic by statutory defini- 
tion and is not dependent upon an or- 
der of the S.E.C. The S.E.C. order 
entered in 1945 was made for the pur- 
pose of giving formal recognition to that 
status, since Alleghany had theretofore 
been registered as an investment com- 
pany under the statute. Had Alleghany 
never been registered under the Invest- 
ment Company Act, a formal order de- 
claring its status would not have been 
pecessary, and its exclusion from the Act 


had exercised the discretionary power 
granted to it under Section 3(a) of the 
Public Utility Holding Company Act— 
15 U.S.C.A. § 79c(a)—to exempt the 
company from the registration and regu- 
latory provisions of the Public Utility 
Holding Company Act. Accordingly, be- 
fore the company could again be subject 
to the Public Utility Holding Company 
Act, it was necessary that the S. E. C. 
take action authorized by 15 U.S.C.A. § 
79c(c) to revoke its prior exemption or- 
der™ The statute involved in the in- 
stant case is materially different from 
that in Long Island Lighting Company. 
Here the exemption from the Investment 
Company Act under Section 3(c) (9) was 
not at all discretionary with the S. E. 


would have been ipso facto applicable 
solely by virtue of the assumption of 
regulatory jurisdiction by the L.C.C. The 
effect of the S.E.C.’s 1945 order served 
merely to extinguish the prior registra- 
tion of Alleghany, and as such Alleghany 
assumed the position of any other com- 
pany, such as banks, insurance compa- 
nies, underwriters, and others automati- 
cally excluded by the Congress from 
the definition of an investment company 
under Section 3(c). So considered, it 
may be argued that Alleghany should en- 
joy no greater privilege or right than 
that accorded to any other company ex- 
cluded from regulation under the Invest- 
ment Company Act. Under this ap- 
proach, if Alleghany lost its status un- 
der Section 3(c) (9) it must effect com- 
pliance with the Investment Company 
Act as a condition of doing business, 
namely, it must register as an invest- 
ment company and comply with the vari- 
ous provisions of that Act. Absent reg- 
istration, Section 7 would prohibit Al- 
leghany from engaging virtually in any 
transaction in interstate commerce, in- 
cluding the proposed offer of exchange.” 


9. See the comment of the Court of Ap- 
peals on that case in West India Fruit 
& S. S. Co. v. Seatrain Lines, 2 Cir., 170 
F.2d 775. 

9a. Morris v. Securities and Exchange 
Commission, 2 Cir., 116 F.2d 896, also 
cited by Alleghany, involved a discretion- 
ary exemption by the S.E.C. under 3 
(a) (5) of the Public Utilities Holding 
Company Act, 15 U.S.C.A. § 79c(a) (5), 
and is distinguishable on the same 
grounds as the Long Island Lighting 
Company case. 
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C.;* the exemption depended upon the 
fact that Alleghany, controlling carriers, 
came within I. C. C. regulation through 
the I. C. C. order of June 25, 1945. As 
we said above, when that order lost its 
effect, the S. E. C. order of October 25, 
1945 likewise lost its effect. 


In re United Corporation, D.C., 128 F. 
Supp. 725, dealt with a contention of pre- 
ferred stockholders that the district 
court was without jurisdiction to approve 
the second half of a plan, under Section 
1l(e) of the Public Utilities Act, provid- 
ing for the elimination of option war- 
rants held by the preferred stockhold- 
ers after the completion of the first part 
of the plan, which required the sale of 
subsidiaries in order to transform the 
company from a public utilities holding 
company into an investment company. 
Since a single and unified plan was in- 
volved, we think the district court cor- 
rectly rejected the preferred stockhold- 
ers’ contention. However, we do not 
agree with the district court’s statement 
that it had jurisdiction because the S. E. 
C. had not yet made an order terminating 
its jurisdiction. 


{8-10} 3. Our previous opinion held 
that the I. C. C. orders are reviewable 
and that the plaintiffs have “standing to 
sue”. We adhere to this ruling but modi- 
fy our discussion to this extent: De- 
fendants rely primarily on New York 
Central Securities Corp. v. United States, 
D.C., 54 F.2d 122, affirmed 287 U.S. 12, 53 
S.Ct. 45, 77 L.Ed. 138, as authority for 
their contention that plaintiffs have no 
such standing. We think that case at 
most holds that a stockholder cannot, in a 
suit under the Urgent Deficiencies Act, 
28 U.S.C.A. §§ 1253, 2101, 2284, 2324, 


9b. Compare 15 U.S.C.A. § 80a-6(c) of 
the Investment Company Act which 
gives the S.E.C. discretionary power to 
exempt a company from the Investment 
Company Act. This section was not in- 
volved in the instant case since the ter- 
mination of Alleghany’s registration was 
based solely upon 15 U.S.C.A. §§ 80a-3 
(c) (9) and 80a-8(f) of the Investment 
Company Act. See 20 S.E.C. 731. 
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2325, assert harm to the corporation;* 
it does not hold that he cannot assert a 
threatened direct harm to himself as a 
stockholder. Such a threatened harm ex- 
ists here, since the right to convert the 
preferred into common stock may dilute 
the interest of plaintiffs as common 
stockholders of Alleghany.“ The fact 
that all the common stockholders are 
threatened with harm does not convert an 
injury, individual to each common stock- 
holder, into an injury to the corporation 
which cannot be enforced except deriv- 
atively. Nor is it relevant that many of 
the injured common stockholders have ap- 
proved Alleghany’s action and do not 
choose to oppose it. Since the plaintiffs 
are threatened with harm as individuals, 
it suffices that they owned Alleghany 
stock when they brought suit. 


{11] 4. The order granting Alle- 
ghany carrier status and approving the 
issuance of the new preferred stock is re- 
viewable under the test enunciated in 
Rochester Tel. Corp. v. United States, 
307 U.S. 125, 59 S.Ct. 754, 83 L.Ed. 1147. 
Rochester held that, when an administra- 
tive order causes a plaintiff some individ- 
ual harm, he may seek review of the ad- 
ministrative action in the courts, but 
that, until the administrative action caus- 
es such harm, no review is possible, since 
the suit would ask “review of interim 
steps in a proceeding” and would there- 
fore be premature. Although the plain- 
tiffs perhaps suffered no injury from the 
I. C. C. order granting Alleghany car- 
rier status, they were surely threatened 
with serious harm by the second order ap- 
proving the issuance of the new pre- 
ferred stock. Thus, while the status or- 
der, by itself, may not have been review- 
able, nevertheless, once the I. C. C. made 


10. We need not here consider whether a 
stockholder could do so derivatively. 


tt. Although the common stockholders 
could not complain about a dilution of 
their interest by a lawful issuance of 
convertible preferred approved by the 
S.E.C. under the Investment Company 
Act, they may assert, as a direct injury 
to themselves, a dilution of their shares 
by an unlawful issuance of stock pursu- 
ant to a void I.C.C. order. 
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its order approving the issuance of the 
new preferred, there arose a right to 
seek review of the preferred stock order 
and also of the status order on which 
the preferred stock order was based. 


{12} 5. In the majority opinion on 
the preliminary injunction, it was held 
that plaintiffs had shown that they were 
entitled to injunctive relief. The show- 
ing necessary to justify a preliminary in- 
junction is probably greater than that 
necessary for final injunctive relief. See 
our opinion on the preliminary injunc- 
tion; see also Restatement of Torts, Sec- 
tion 933, special note at p. 683, as to “in- 
adequacy,” and cf. Section 936(2) and 
Comment d. It follows that the plaintiffs 
are entitled to final relief. 


{13] 6. The intervening preferred 
stockholders urge that we should deny 
this relief because they have changed 
their position in reliance upon the orders 
of the I. C. C42 But, as we observed in 
our previous opinion, any such reliance 
was upon void orders. The Investment 
Company Act, and some other statutes 
relative to the S. E. C., specifically pro- 
vide that one who, in good faith, relies 
on the Commiassion’s “rule, regulation or 
order” shall be protected from liability 
imposed by the statute even if later a 


12. These intervening stockholders make 
much of the fact that they and others 
like them have invested millions of dol- 
lars in the preferred stock, whereas the 
plaintiffs only own a small amount of 

common stock. The small amount of 
stock owned by plaintiffs is irrelevant. 
See, e.g., Case v. Los Angeles Lumber 
Products Co., 308 U.S. 106, 115, 60 S. 
Ct. 1, 84 L.Ed. 110; Subin v. Gold- 
smith, 2 Cir., 224 F.2d 753 at page 761, 


13. The Investment Company Act provides, 
15 U.S.C.A. § 80a-37(c): “No provision 

of this subchapter and sections 72(a) 
and 107(f) of Title LI imposing any lia- 
bility shall apply to any act done or 
omitted in good faith in conformity with 

any rule, regulation, or order of the 
Commission, notwithstanding that such 
rule, regulation, or order may, after such 

| act or omission, be amended or rescind- 
ed or be determined by judicial or other 
authority to be invalid for any reason.” 
For similar provisions in other acts, see 
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court holds it invalid. Significantly, 
the I.C.C. statute contains nothing of the 
sort." 


7. On the basis of the foregoing, the 
order approving the issuance of Alle- 
ghany’s preferred stock must be set aside 
as null and void. There is no occasion to 
remand to the Commission since, in the 
merger proceedings, no further evidence 
er findings could validate that order. 
Any future effort by Alleghany to obtain 
a Commission order approving Alle- 
ghany’s control of Central, as in the pub- 
lic interest, would require entirely new 
and independent proceedings; no order 
entered therein could, retroactively, ren- 
der valid the Commission’s order with 
reference to Alleghany’s preferred stock. 


8. Should the Supreme Court hold 
that our interpretation of 49 U.S.C.A. § 
5(2) (a) (i) is incorrect, the necessity 
would arise to consider severa! matters, 
many of which were discussed in our pre- 
vious opinion.5 For the convenience of 
the Supreme Court, we have set forth, as 
point II of the Appendix to this opinion, 
our findings and conclusions as to those 
matters, and what would be our alterna- 
tive disposition of the case. 


A judgment will be entered setting 
aside the Commission’s orders with ref- 


15 U.S.C.A. § 80b-11(d) (Investment 
Advisers Act); 15 U.S.C.A. § 79t(d) 
(Public Utility Holding Company Act); 
15 U.S.C.A. § T7ess(c) (Trust Indenture 
Act). 


14. There is not before us the question 
whether Alleghany may be liable to pre- 
ferred stockholders for any loss they 
may suffer. 


15. We grant plaintiffs’ motion to amend 
their complaint to allege that they are 
suing on behalf of all common stock- 
holders similarly situated. We think the 
amendment will have no significance, 
however, unless the alternative basis of 
decision, set forth in point II of our Ap- 
pendix, becomes operative. For the 
amendment will do no more than render 
the action a spurious class suit and thus 
allow other common stockholders to join 
as plaintiffs, if they so desire. See York 
v. Guaranty Trust Co., 2 Cir., 143 F.2d 
503, 518; Dickinson v. Burnham, 2 Cir., 
197 F.2d 973, 978. 
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erenee to Alleghany under Section 5(2) 
(a) (i) and also its order with reference 
to the Alleghany preferred stock. How- 
ever, on application of the defendants, 
we will stay the enforcement of our 
judgment for 30 days to permit them to 
seek and perfect an appeal to the Su- 
preme Court. All motions for interven- 
tion are hereby granted. 


Appendix I. 


Defendants’ present contention, that 
Alleghany was a necessary party to the 
proceeding before the I. C. C. for approv- 
al of the merger of Big Four and the 
Bridge Company, is claimed to be based 
on a consistent and uniform administra- 
tive interpretation of clause 5 of Section 
5(2) (a) and of the holding of United 
States v. Marshall Transport Co., 1944, 
322 U.S. 31, 64 S.Ct. 899, 88 L.Ed. 1110. 
The asserted uniform administrative con- 
struction is that a non-carrier holding 
company again “acquires control’’ of al- 
ready controlled subsidiaries or property 
whenever there is an internal rearrange- 
ment within its system of carrier subsid- 
iaries, and that when such an “acquisi- 
tion of control” occurs, remote parents 
as well as immediate parents are neces- 
sary parties and are required to join in 
the application under this section. 


Actually, the Commission has not been 
consistent in holding intra-system rear- 
rangements to be acquisitions of control, 
even by the immediate parent of the re- 
arranged companies; and it has never 
found such a rearrangement to be an ac- 
quisition of control by a parent other 


!. Scott Bros. and Peninsula, a wholly 
owned subsidiary of Scott, applied to the 
1.C.C. for approval of the merger of 
Peninsula into Scott; the LC.C. ap- 
proved the merger and authorized the 
“acquisition of control” of Peninsula by 
Scott. It failed to find an acquisition 
of control by Scott’s parent, American 
Co., or by Pennsylvania Railroad, Amer- 
ican’s parent and the ultimate parent 
of the system, or to require their pres- 
ence as necessary parties. 


2. United Parcel Service of Portland, a 
subsidiary of United Parcel of Nevada, 
which was in turn a subsidiary of Unit- 
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than the immediate parent. Further, it 
has never required a parent other than 
the immediate parent to join in the pro. 
ceeding as a necessary party. 

The absence of administrative consist- 
ency is most evident in cases involving 
factual situations similar to the present 
one, in which the transaction requiring 
I. C. C. approval was a merger between 
two subsidiaries of a single parent, or 
the purchase by one subsidiary of the 
property and operating rights of another. 

In one case the I. C. C. approved the 
proposed merger without making any 
finding on the question of acquisition of 
control or necessity for joinder by the 
immediate or remote parent of the 
merged subsidiaries. Scott Bros., Inc.— 
Merger, 1946, 45 M.C.C. 196." 


In another it approved the purchase by 
one subsidiary of the operating rights 
and property of another and specifically 
dismissed their parent’s application to 
“acquire control” as a result of the pur- 
chase. Pratt’s Express Co.—Purchase— 
Security Warehouse Company, 1944, 39 
M.C.C. 834. 


In a third it approved the purchase by 
one subsidiary of the operating rights 
of another, found an acquisition of con- 
trol by the buyer’s immediate parent, 
but made no finding that the immediate 
parent or the remote parent of the sys- 
tem were necessary parties. United 
Parcel Service of Portland—Purchase— 
Wiese, 1941, 37 M.C.C. 473.2 


In a fourth it approved the purchase 
by one subsidiary of the operating rights 


ed Parcel of Delaware, sought to pur- 
chase the operating rights of one Wiese. 
Previously Wiese had operated under 
Portland's control by contract; he was 
an officer of Portland, leased his trucks 
from it, and his rent and income were 
so fixed that he had neither profit nor 
loss. After the proposed sale Wicse 
would no longer operate his business in- 
dependently. The I.C.C. found an ac- 
quisition of control by Nevada as well as 
by Portland. It found no acquisition of 
control, however, by Delaware and did 
not require the presence of either Neva- 
da or Delaware as necessary parties. 
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and property of another, but made no 
specific finding that the parent of the 
combined subsidiaries (whose presence 
in the proceeding was required for ap- 
proval of another transaction), acquired 
control of the combined subsidiaries as 
a result of the purchase. Chesapeake & 
0. Ry. Co. Purchase, 1945, 261 I.C.C. 
239.3 


Finally, in two cases, it found an ac- 
quisition of control and a necessity for 
joinder by the immediate parents of the 
merged subsidiaries. Pere Marquette 
Ry. Co. Merger, 1947, 267 I.C.C. 207; 4 
Standard Freight Lines, Inc.—Merger, 
40 M.C.C. 41.5 


These decisions reveal nothing more 
than that the Commission has been in- 
consistent in determining whether a 
merger or similar combination between 
two subsidiaries of a single parent con- 
stitutes an acquisition of control by the 
immediate parent of the combined sub- 
sidiaries, and whether the immediate 
parent is a necessary party to the pro- 
ceeding in which approval is sought for 
the combination. They fail altogether 
to support defendants’ contention that a 
more remote parent “acquires control” 
or is a necessary party to such a pro- 
ceeding. In fact, in the only two cases 
in which the parent of the merging sub- 
sidiaries also had a parent, United Par- 
cel, in which the remote parent was a 
non-carrier, and Scott Bros., in which 
the remote parent was a carrier, the 
Commission failed to find an acquisition 


3. The I.C.C. approved, retroactively, the 
acquisition of control of Chesapeake & 
Ohio, Nickel Dlate and Vere Marquette 
by Alleghany under Section 5(2). It al- 
80 approved a purchase of the property 
and operating rights by the C. & O. of 


its subsidiary, Norfolk Terminal. ©. & 
O. already controlled the Norfolk — by 
stock ownership and lense. Alleghany 


joined in C. & O.'s petition for LC.C. ap- 
proval of the purchase of Norfolk Ter- 
minal. The I (€.C. made no finding that 
Alleghany acquired control as a result 
of Norfolk's purchase by C. & O. Nor 
does the Commission's opinion suggest 
that Alleghany would have been a nec- 
essary party to that application. 


4. Merger of a subsidiary in the third tier 
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of control or a necessity for joinder of 
the parent’s parent. In no case has the 
Commission seen fit to explain or recon- 
cile its conflicting decisions. 

The other cases relied on by defend- 
ants to support the claimed uniform ad- 
ministrative interpretation of Section 
5(2) (a) and the Marshall case involved 
fact situations which make them inap- 
plicable to the present case. 


Thus, where a parent has acquired 
direct control of a subsidiary by pur- 
chase of its stock from an intermediate 
subsidiary, the Commission has uni- 
formly regarded the purchase as an “‘ac- 
quisition of control”. Atchison, T. & S. 
F. Ry. Co.—Control—Santa Fe Trail 
Transp., 1938, 15 M.C.C. 469; Warrior 
& Gulf Nav. Co. Control, 1941, 250 I.C.C. 
26; Wheeling and L. E. Ry. Co. Lease, 
1949, 271 I.C.C. 713; Kittrell—Control 
—Dixie Motor Coach Corp., 1941, 37 M. 
C.C. 91. As vendee, the parent in each 
of these cases would, of course, be one of 
the two active participants to the trans- 
action, and a necessary party to the pro- 
ceeding for approval. Inasmuch as AI- 
leghany has not sought to purchase the 
stock of any of its subsidiaries, these 
cases are not applicable. 


The Commission has also held where 
one company, which controls another to 
a limited extent, acquires an additional 
or tighter form of control it has ‘“‘ac- 
quired control” within the meaning of 
Section 5(2) (a). Union Belt Ry. of 
Oakland Control, 1948, 271 I.C.C. 223.7 


of the holding company hierarchy into 
a subsidiary in the second tier, thus put- 
ting the combined subsidiaries under the 
direct control of the parent. 


5. The LC.C. held that Chaddick, an indi- 
vidual, acquired control and was a nec- 
essary party to a proceeding for ap- 
proval of a merger between two sub- 
sidiaries, both already coutrolled by him 
through stock ownership. 


6. Hlere Central is the immediate parent 
of the merging subsidiaries, not Allegha- 
ny. Alleghany claims to control Central. 


7. Southern Pacific sought I1.C.C 


approval 
to acquire control of Union Belt by pur- 
chasing its stock, although it already 


euntrolled its properties by lease 
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Control of Big Four by New York Cen- 
tral, 1922, 72 1.C.C. 96.8 But these cases 
are not applicable here, because Alle- 
ghany’s control of its subsidiaries is not 
one bit more complete than it was before 
the merger. 


Defendants apparently do not contend 
that the application for permission for 
Central to lease the properties of the 
Bridge Company, which was also sub- 
mitted to the Commission, constitutes 
an acquisition of control by Alleghany. 
In any event, such a claim would be mis- 
placed. Where there is already complete 
stock control of the components of a 
system, their over-all control does not de- 
pend upon intra-system leases. And the 
Commission has not expressed any sup- 
port for such a claim. In Nicholas, Fay- 
ette & Greenbrier R. Co. Lease, 1945, 
261 I.C.C. 546, it held that parents ac- 
quire control as a result of the joint 
lease of property of a jointly owned sub- 
sidiary.* This holding, whether defensi- 
ble or not in cases of subsidiaries held 
by more than one carrier, as to which a 
lease could work a shift of power be- 
tween the two holding companies, has no 
applicability to the present case which 
only involves wholly owned subsidiaries 


8. New York Central, already owning a 
majority of the common stock, sought 
permission under Section 5(2) to acquire 
preferred stock in the Big Four. Con- 
sent of the majority of the preferred was 
required for certain transactions, and 
the Commission therefore regarded the 
acquisition of the preferred stock as an 
acquisition of control. 


9. The IL.C.C. held that Alleghany, as the 
parent of C. & O. was a necessary par- 
ty to an application by C. & O. and New 
York Central to lease an extension of 
the Greenbrier, a carrier which C. & 
OQ. and Central already controlled by 
stock ownership. 


10. The I.C.C. granted Southern Pacific au- 
thorization to acquire control by lease 
and stock ownership of Central Pacific, 
even though it already had such con- 
trol. The Supreme Court, however, had 
just found its control in violation of the 
anti-trust laws, and ordered divestiture. 
Southern Pacific therefore sought to ac- 
quire lawful control by I.C.C. approval 
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of a single holding company. In Ip 
dustrial Transport, Inc.—Lease, Jen, 
1944, 39 M.C.C. 823, the only case of, 
lease within such a wholly owned system, 
the Commission held that a parent wh 
leased his own properties to one of hi 
subsidiaries did not, through the sub 
sidiary, acquire control of what he al. 
ready owned. 


The remaining cases cited by defend. 
ants have no apparent relation to th 
facts of the present case. Control ¢ 
Central Pacific by Southern Pacific 
1923, 76 I1.C.C. 508.2% Carey & Bey. 
eridge—Control—Commercial Carrier, 
Inc., 1946, 45 M.C.C. 165.4! Genesee 
Falls Ry. Co. Control, 1936, 212 I.C.C. 
637. 


{14] Finally, defendants’ contention, 
that an order under Section 5(3) may be 
entered by the I.C.C., when it has found 
an “acquisition of control” as a result of 
an alteration in the form of control, is 
unsupported. No court has so held 
Neither has the I.C.C., although in two 
cases the Commission assumed it had 
such power without attempting to exer. 
cise it. In Warrior & Gulf Nav. Co— 
Control, supra, it declined to enter such 
an order as a matter of discretion; and 


which would exempt it from the provi- 
sions of the anti-trust laws. 


11. Previously, Carey, Beveridge and one 
Travers had owned two carriers. Carey 
and Beveridge acquired Travers’ inter- 
ests in both. In effect the Commission 
held there was an acquisition of control 
by Carey and Beveridge which had not 
previously existed and which required 
I.C.C. approval under Section 5(2). 


12. New York Central applied for I.C.C. 
authorization to acquire 100% of the 
stock of Genesee Falls Ry. and to merge 
that corporation into Central. Central 
already owned “about half” of Genearce’s 
stock. The balance, which was substan- 
tially valueless, was owned by several 
of its customers. The I.C.C. approved 


the merger and authorized the acquisition 
of control of Genesee by Central by ac- 
quisition of all its capital stock. There 
was no finding that Central's ownership 
of stock before the proposed transaction 
had enabled it to control Genesee. 
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in Nicholas, Fayette & Greenbrier R. Co. 
Lease, supra, it declined because Alle- 
ghany was already considered a carrier 
under an order entered in a prior case. 
In Chesapeake & O. Ry. Co. Purchase, 
supra, also relied on by defendants, the 
1.C.C. did not appear to base its applica- 
tion of Section 5(3) to Alleghany on the 
latter’s application for approval of the 
purchase of the property of Norfolk 
Terminal, its already held subsidiary. 
Rather, the applicability of Section 5(3) 
was based upon retroactive approval of 
Alleghany’s acquisition of control of the 
Cc. & O., Nickel Plate and Pere Mar- 
quette. 
Appendix II. 


The opinion on the application for a 
preliminary injunction departed too far 
from reality in taking the position that 
the application of the I.C.C. implied a 
request that it pass on the propriety of 
Alleghany’s control of the Central. We 
believe that the I.C.C. had no appropri- 
ate application before it for a determina- 
tion of the question of control. The 
case cannot, therefore, be remanded for 
such a determination. 


If we are wrong, however, in this 
holding that the I.C.C. is without juris- 
diction, the case should be remanded for 
the determination of (1) whether Alle- 
ghany does control Central and (2) 
whether such control is in the public in- 
terest. 


The I.C.C.’s orders purported to de- 
termine the question of control of Cen- 
tral but that determination cannot stand 
(a) because the findings as to Alle- 
ghany’s control of Central are insuffi- 
cient, (b) because the evidence does not 
support those findings, and (c) because 
plaintiffs were deprived of an evidenti- 
ary hearing on that issue of control. We 
have little to add to the treatment of 
those questions in the opinion on the mo- 
tion for a preliminary injunction. 


{15] 1. In additional support of our 
determination that the opinions of the 
I.C.C. are defective, in that ultimate 
facts to support their conclusions are 
bot found therein, we cite, Baltimore & 
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O. R. Co. v. United States, D.C.N.Y., 22 
F.Supp. 533, 537 and M. & M. Transp. 
Co. v. United States, D.C.Mass., 128 F. 
Supp. 296, 298-299. 


[16] 2. To our discussion of the 
failure to give an evidentiary hearing we 
add the following: 


The I.C.C. Rules of Practice (see 49 
U.S.C.A.Appendix) contemplate an evi- 
dentiary hearing on oral argument, or 
by deposition, except in a “shortened” 
or “modified” proceeding. See Rules 
5(j) and (k), 44, 44(b), 45(b), 50 and 
74. Nothing in the record shows that 
here the proceeding was “shortened” or 
“modified” in the manner provided in 
Rules 44 and 45(b). 


Rule 19 provides that “facts in a 
pleading filed prior to oral hearing” 
should constitute evidence “unless spe- 
cifically denied in a counterpleading”. 
If the intervenors “specifically denied” 
facts alleged in Alleghany’s application, 
they were entitled to a hearing on oral 
evidence or depositions as to such denied 
facts. As an example of such a specific 
denial we note plaintiff Breswick’s state- 
ment in its amended petition of Febru- 
ary 18, 1955, that “Alleghany Corpora- 
tion is not in control of * * * the 
New York Central”. This specifically 
denies the statement in Alleghany’s ap- 
plication that it “recently * * * ac- 
quired control of the Central”. 


Section 5(2) (b) provides that the 
Commission “shall afford reasonable op- 
portunity for interested parties to be 
heard.” Section 17(3) provides that all 
hearings “shall be public upon the re- 
quest of any party interested.” Section 
5(2) (b) provides that “if the Commis- 
sion shall consider it necessary * * *, 
it shall set [aside] said application for 
public hearing; and a public hearing 
shall be held in all cases where carriers 
by railroad are involved unless the Com- 
mission determines that a public hearing 
is not necessary in the public interest.” 
As Alleghany admits (in printed brief) 
Sec. 17(3) indicates that there may be 
hearings that are not ‘public’. But Al- 
leghany argues that Sec. 5(2) (b) is an 
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exception to Sec. 17(3), because the for- 
mer gives the Commission discretion. 
However, assuming, arguendo, that Sec. 
17(3) does not deprive the Commission 
of discretion under Sec. 5(2) (b)—i. e., 
discretion not to hold a public hearing 
even if one is requested by interested 
parties—it still seems true that there 
can be a non-public hearing under Sec. 
5(2) (b) at which “interested parties” 
must have a “reasonable opportunity to 
be heard.” 


Federal Communications Comm. v. W. 
J. R. The Goodwill Station, 337 U.S. 265, 
69 S.Ct. 1097, 93 L.Ed. 1353, related, not 
to the presentation of evidence, but sole- 
ly to the oral argument of legal ques- 
tions. Moreover, the F.C.C. statute, 47 
U.S.C.A. § 312(b), did not provide for 
an “opportunity to be heard,” but only 
for “reasonable opportunity to show 
cause.” In addition, even as to oral ar- 
gument, the Supreme Court, 337 U.S. at 
pages 275-276, 69 S.Ct. at page 1103, 
noted that, “in some situations,” such 
an oral argument is essential to a fair 
hearing. A “situation” which involves 
the very jurisdiction of the Commission 
would seem to be such a situation. 


[17] It is true that plaintiffs were 
not entitled to an evidentiary hearing if 
they did not own Alleghany stock when 
they sought to intervene. However, 
Breswick & Co. alleged such ownership 
in their petition for intervention and 
this was not denied by Alleghany in its 
answer. We feel that we ought not to go 
behind the I.C.C. record. 


[18] 3. The I.C.C. opinions were 
further defective in their failure to find 
that the acquisition by Alleghany of con- 
trol of the Central was consistent with 
the public interest. It is provided, 49 
U.S.C.A. § 5(2) (b), that the L.C.C.’s 
approval shall be given if it finds that 
“the proposed transaction * * * will 
be consistent with the public interest.” 


[19] The fact that the statute con- 
templates consideration of a “proposed” 
transaction does not mean that a con- 
summated, though unauthorized, trans- 

138 F.Supp.—9% 
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action must be accepted as legitimate 
The I.C.C., when asked to approve a 
past acquisition made without I.C.C. ap 
proval, will deny the retroactive approval 
except perhaps where the “illegal” past 
acquisition was made in good faith. Se 
Bingler case, 7 Fed.Carriers Cases, No. 
31869, p. 605 at 606. 

The finding of public interest is of 
very real importance. It has been hel 
to include the following factors: Ade 
quacy of transportation, economy and ef. 
ficiency effected by the change, necessity 
and appropriateness of the change in 
serving the public need, maintenance of 
desirable competition, avoidance of ham- 
pering restraints. Schwabacher v. Unit- 
ed States, 334 U.S. 182, 193-194, 68 S.Ct 
958, 92 L.Ed. 1305; New York Central 
Securities v. United States, 287 U.S. 12 
24-26, 53 S.Ct. 45, 77 L.Ed. 138; United 
States v. Lowden, 308 U.S. 225, 230, 60 
S.Ct. 248, 84 L.Ed. 208; Standard Qi) 
Co. of Cal. and Standard Stations y, 
United States, 337 U.S. 293, 311, 69 
S.Ct. 1051, 93 L.Ed. 1371. 

In Weinstein-Control-Capital Transit 
& Montgomery Bus Lines, 56 M.C.C. 
127, 134, Division 4, (Mahaffie, Rogers 
and Patterson) held that the fitness of 
the person acquiring control, financially 
and otherwise, was a proper factor for 
consideration. 


Prior violations of the Act were con- 
sidered in § 5(2) applications in Marcell 
Purchase-Flemings, 39 M.C.C. 5. (This 
factor has also been taken into account 
in connection with merger applications.) | 
Zeffrin Truck Lines, Inc.-Merger, 37 M. 
C.C. 33; Hankenson-Control-Mutual 
Trucking, 37 M.C.C. 617. 

Public interest would undoubtedly in- 
clude other factors if the circumstances 
required. For example the I.C.C. might 
well conclude that a proposed acquisition 
by a foreign government was not in the 
public interest. 

We consider sound the authorities cit- 
ed by Division 4, and in the opinion on 
the preliminary injunction in support of 
the holding that such a finding must be 
made. Alleghany’s attempted distinc- 
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tion does not stand up. The two cases 
on which it relies are Weinstein-Con- 
trol-Capital Transit & Montgomery Bus 
Lines, supra, and Seaboard Airline Ry. 
Co. Receivership, 261 I.C.C. 689. It is 
said that the former relates to a motor 
carrier and motor carriers in order to 
obtain a certificate of public convenience 
and necessity under §§ 306-307 must be 
found “fit, willing and able properly to 
perform the service proposed” whereas 
there is no such requirement in the case 
of rail carriers. This observation is 
true but irrelevant. The holding in the 
Weinstein case was in no sense based up- 
on §§ 306 and 307. The only section 
under discussion was the same one be- 
fore us now, § 5(2). Similarly, an at- 
tempt is made to distinguish the Sea- 
board case because one of its subsidia- 
ries was a water carrier. This fact may 
be true, but again that was in no way 
the basis for the I.C.C. determination 
and it is not commented on in connection 
with the holding that acquisition of con- 
trol of a previously combined system re- 
quired I.C.C. approval under § 5(2). 


An additional case supporting the 
need for this finding is Arkansas & L. M. 
Ry. Co. Control, 282 I.C.C. 254, Division 
4, (Mahaffie, Rogers and Mitchell). In 
that case a corporation acquired four 
small rail carriers previously owned di- 
rectly or indirectly by the selling corpo- 
ration. Its acquisition was held to re- 
quire I.C.C. approval. (p. 260). Fur- 
ther the individuals who, by a voting 
trust, controlled the acquiring corpora- 
tion were also held to be in indirect con- 
trol of the four carriers and therefore 
approval of their acquisition was neces- 
sary. (p. 263). 


On Motion for Reargument. 


Defendants Baker Weeks & Co. et al. 
have moved for reargument of this case. 

Only one of the points raised in the 
elaborate brief submitted in support of 
the motion requires comment. The 
earnestness with which defendants’ posi- 
tion is advanced leads us to take note 
of it. It is said that New York Cen- 
tral Securities Corp. v. United States, 
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D.C.S.D.N.Y., 54 F.2d 122, affirmed 
287 U.S. 12, 53 S.Ct. 45, 77 L.Ed. 138, 
stands for the proposition that, where 
a@ parent corporation which has there- 
tofore controlled a subsidiary by vir- 
tue of stock ownership modifies that 
form of control by entering into a lease 
of the properties of the subsidiary, the 
transaction constitutes an acquisition of 
control within the terms of Interstate 
Commerce Act, § 5(3), 49 US.C.A. § 
5(3). Suffice it to say that in the New 
York Central Securities case the court 
dealt with section 5(2) of the Transpor- 
tation Act of 1920, 49 U.S.C.A. § 5(2), 
which did not distinguish between trans- 
actions which did and did not constitute 
acquisitions of control. 


[20] The statute here involved, In- 
terstate Commerce Act, § 5(2), 49 U.S. 
C.A. § 5(2), draws just that distinction 
and classifies transactions between those 
which are mere mergers, leases, etc. and 
those which involve the acquisition of 
control. It is only those transactions 
which involve the acquisition of control 
which may form the basis for an order 
under section 5(3) that a person not a 
carrier shall be considered as a carrier. 


The motion for reargument is denied. 


On Motion for New Trial. 


This is a motion by defendant Al- 
leghany Corporation to set aside a judg- 
ment and for a new trial upon the 
strength of evidence newly presented to 
the court. 


{21] The assailed judgment, among 
other things, set aside (a) orders of the 
Interstate Commerce Commission inso- 
far as they determined that Alleghany 
Corporation was in control of the New 
York Central Railroad and insofar as 
they determined that Alleghany Corpo- 
ration should be considered as a carrier 
subject to the provisions of section 20(1) 
to (10), inclusive, and section 20a(2) to 
(11), inclusive, of the Interstate Com- 
merce Act, 49 U.S.C.A. §§ 20(1-10), 
20a(2-11), and (b) orders of the I.C.C. 
authorizing issuance of 6% convertible 
preferred stock. As a ground for our 
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conclusion of the invalidity of the de 
termination that Alleghany Corporation 
should be considered as a carrier, we 
pointed out that the action of the I.C.C. 
relied upon as having that effect was the 
approval of a merger of the Louisville & 
Jeffersonville Bridge & Railroad Co. in- 
to the Cleveland, Cincinnati, Chicago and 
St. Louis Railway Company, known as 
“the Big Four’. These two carriers 
were already controlled by the New York 
Central. In turn Alleghany claimed that 
it controlled the New York Central. Al- 
leghany was not actually a carrier but 
sought status as a carrier by virtue of 
Interstate Commerce Act, § 5(3), 49 
U.S.C.A. § 5(3), which provides that, 
whenever a person which is not a car- 
rier is authorized, by an order entered 
under paragraph (2) of the same section 
to acquire control of a carrier or car- 
riers, “such person thereafter shall, to 
the extent provided by the Commission 
in such order, be considered as a car- 
rier * * *.” We held that, since the 
1.C.C. approved only a merger of car- 
riers already controlled by a single par- 
ent, no acquisition of control was involv- 
ed and the I.C.C. had no jurisdiction, by 
virtue of its approval of the merger, to 
provide that Alleghany should be con- 
sidered as a carrier. 


Since the I.C.C.’s power to authorize 
the issuance of the preferred stock de- 
pended upon the existence of a valid or- 
der authorizing Alleghany to acquire 
control of a carrier or carriers and pro- 
viding that it be considered as a carrier, 
we set aside the orders authorizing the 
issuance of the preferred stock. 


The matter which Alleghany now, for 
the first time, presents to us as a basis 
for setting aside our judgment is an 
order of the I.C.C. in Boston and Albany 
Railroad Company et al., Control, Fi- 
nance Docket 18789, decided March 22, 
1955. That proceeding, it is said, in- 
volved new acquisition of subsidiaries of 
the New York Central, rather than mere 
merger, so that an order authorizing 
that acquisition might validly have pro- 
vided that Alleghany should be consider- 
ed as a carrier. The order actually en- 
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tered contained no such provision. It 
was, however, entered prior to the orders 
authorizing the issuance of the preferred 
stock so that, as far as chronology is con- 
cerned, it might have lent support to the 
1.C.C.’3 power to make those orders of 
approval. 

While the cause of the omission from 
the Boston and Albany order of a provi- 
sion that Alleghany should be considered 
as a carrier may perhaps have been the 
belief of the I.C.C. that there was a 
valid outstanding order to that effect in 
the proceeding here under review, that 
does not alter the fact that the Boston 
and Albany order contained no such pro- 
vision. Without a direction that the 
non-carrier shall be considered as a car- 
rier the authorization of the acquisition 
of a carrier does not create that status. 
Section 5(3) merely provides that the 
authorization shall create that status “to 
the extent provided by the Commission 
in such order’. The plain meaning of 
the statute that, no matter how eligible 
may be the controlling corporation, sta- 
tus as a carrier shall be conditioned on 
a provision to that effect in the order, 
has been recognized by the I.C.C. In 
Warrior & Gulf Nav. Co. Control, 250 
I.C.C. 26, the I.C.C. says in so many 
words, p. 28, that the United States Steel 
Corporation, by the transaction author- 
ized, “unquestionably will acquire con- 
trol of the company”; it nevertheless 
concludes, p. 32, that it will not include 
any provision that the steel corporation 
shall be considered as a carrier since it 
perceives no reason for its regulation 
under the Interstate Commerce Act. 


Thus the Boston and Albany order 
gave no validity to any of the orders set 
aside by our judgment. If the judgment 
was correct in the light of the informa- 
tion before us when it was rendered, it 
is still correct. The existence of the 


Boston and Albany order in its present 
form does not change the legal situation. 


We presume that what we are really 
asked to do is to vacate our judgment 
and hold proceedings in abeyance while 
Alleghany applies to the I.C.C. for an 
amendment of the Boston and Albany 
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order so as to ¢ontain a direction that 
Alleghany shall be considered as a car- 
rier. Even if such an amendment should 
be obtained, nothing would be settled 
since, for example, difficult questions 
would arise as to the effect of such an 
amendment on proceedings taken before 
its accomplishment. 


We are advised that a prompt appeal 
to the Supreme Court is contemplated 
and our view is that the ends of justice 
will be better served by an immediate 
and authoritative determination of the 
questions raised in the existing record 
than by a delayed and doubtful nunc pro 
tunc repair job. 


There remains the possibility that Al- 
leghany may wish to take, concurrently 
with the appeal, proceedings in the Bos- 
ton and Albany case before the I.C.C. 
in order to obtain determinations there 
that Alleghany is in control of New York 
Central and that that control is in the 
public interest. 


We express no view as to the propriety 
of such a course. It may be that the 
Boston and Albany case does not really 
involve an acquisition of control or that 
there are other reasons which render the 
course improper or impracticable. We 
do emphasize, however, that if authori- 
zation of Alleghany’s control of Central 
is to be considered in connection with 
the Boston and Albany case that pro- 
ceeding must be so conducted that this 
issue is not subordinated. This means 
that applications to intervene, pleadings, 
testimony, and findings with respect to 
this issue must receive the same full con- 
sideration which would be given if it 
were the sole application before the 
Commission. 


Alleghany moves in the alternative 
that the judgment be amended so as to 
lift the prohibition therein contained 
against the carrying out of the offer to 
exchange the new preferred stock. We 
see no reason for modifying the decision 
which we reached after careful consider- 
ation of all of the arguments now ad- 
vanced. 


Both motions are denied. 
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Henry A. C. SAGGAU, Piaintiff, 
v. 
Philip YOUNG et al., Defendants. 
Civ. A. No. 4124-55. 


United States District Court 
District of Columbia. 


Jan. 25, 1956. 


Action to review plaintiff's removal 
from position of postmaster by Post 
Office Department. On defendant's mo- 
tion for summary judgment, the District 
Court, McGarraghy, J., held that plain- 


tiff having received a hearing by Civil 


Service Commission pursuant to statutes 
and pursued his remedy on appeal to 
Commission’s Board of Appeals and Re- 
view, which sustained Department’s ac- 
tion, District Court could not examine 
merits of grounds for his removal, and 
that plaintiff not being deprived of his 
rights under constitution, Administra- 
tive Procedure Act, Performance Rating 
Act, or Veterans’ Preference Act, had no 
claim as matter of law. 


Motion granted. 


L. Officers <—72(2) 

Post Office Department’s and Civil 
Service Commission’s administrative de- 
terminations, sustained by Commission’s 
Board of Appeals and Review, that a 
postmaster’s removal would promote ef- 
ficiency of postal service, as contemplat- 
ed by Veterans’ Preference Act, are not 
subject to judicial review. Veterans’ 
Preference Act of 1944, § 1 et seq., 5 
U.S.C.A. § 851 et seq. 


2. Officers <72(2) 

Courts cannot pass on a person’s 
qualifications for government position 
nor weigh merits of his claim thereto, 
and judicial relief from administrative 
determinations, such as Post Office De- 
partment’s and Civil Service Commis- 
sion’s decisions, sustained by substantial 
evidence, that a postmaster should be re- 
moved to promote efficiency of postal 
service, as contemplated by Veterans’ 
Preference Act, will not be granted, in 
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ALLEGHANY CORPORATION &t AL. v. 
BRESWICK & CO. et AL. 


NO. 36. APPEAL FROM THE UNITED STATES DISTRICT COURT 


FOR THE SOUTHERN DISTRICT OF NEW YORK.* 
Argued January 23-24, 1957—Decided April 22, 1957. 


In a suit by appellees, who are minority common stockholders of 
Alleghany Corporation (an investment company), a three-judge 
District Court set aside orders of the Interstate Commerce Com- 
mission granting Alleghany the status of a non-carrier to be “con- 
sidered as a carrier” under §§5 (2) and 5 (3) of the Interstate 
Commerce Act and approving Alleghany’s issuance of new preferred 
stock convertible into common stock. It also enjoined Alleghany 
from issuing the new preferred stock. The Commission's orders 
were based on its holding that Alleghany, being in control of the 
New York Central Railroad, needed Commission approval under 
§5 (2) to merge one subsidiary of the New York Central into 
another. Held: 

1. As common stockholders whose equity might be “diluted” by 
the issuance of the new preferred stock, appellees had sufficient 
financial interest to give them standing to sue to set aside the 
Commission's orders. Pp. 159-160. 

2. Since the Commission's order conferring on Alleghany the 
status of a non-carrier to be “considered as a carrier” gave the 
Commission jurisdiction to approve the preferred stock issue, 
appellees could attack that order. P. 160. 

3. The Commission had jurisdiction over Alleghany under 
§§ 5 (2) and 5 (3). Pp. 160-172. 

(a) It is unnecessary to decide whether Commission approval 
of acquisition of control of a single integrated railroad system is 
required; if Alleghany in fact controlled Central, that was suffi- 
cient to meet the statutory requirement of “a person which is 


not a carrier and which has control of one or more carriers.” Pp. 
161-162. 


*Together with No. 82, Baker, Weeks & Co. et al. v. Breswick & 
Co. et al., and No. 114, Jnterstate Commerce Commission v. Breswick 
& Co. et al.. also on appeals from the same court. 
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(b) The Commission’s findings amply support its conclusion 
that “control’’ of Central was in Alleghany. Pp. 162-165. 

(c) The Commission was justified in finding that the merger 
of one of Central's subsidiaries into another involved an ‘‘acquisi- 
tion of control” of a “carrer” by Central and Alleghany within 
the meaning of §5 (2). Pp. 165-171. 

(d) The failure to join two stockholders alleged to control 
Alleghany did not oust the Commission of jurisdiction. Pp. 171- 
172. 

4. Appellees were not entitled to a hearing in the proceedings 
in which the Commission approved the merger of two of Central's 
subsidiarnes and granted Alleghany the status of a non-carrier 
to be “considered as a carrier” under § 5 (2), since they were not 
‘interested parties” within the meaning of §5(2)(b). Pp. 
172-175. 

(a) The fact that appellees were common stockholders of 
Alleghany is insufficient “interest,” since that proceeding had no 
special effect on appellees and did not pose any individualized 
threat to their welfare. P. 174. 

(b) That assertion of jurisdiction by the Commission would 
deprive appellees of the benefits of the Investment Company Act 
of 1940 did not give them sufficient “interest” in that proceeding. 
Pp. 174-175. 

5. Appellees’ claim that they were entitled to a hearing in the 
preferred stock proceeding is governed by § 20a (6), which pro- 
vides that “The Commission mav hold hearings, if it sees fit, to 
enable it to determine its decision on appheation for authority.” 
P. 175. 

6. The judgment of the District Court is reversed and the ease 
is remanded for consideration by the District Court of appellees’ 
elaim that the preferred stock issue, as approved by the Commis- 
sion, Was in violation of the Interstate Commerce Act. P. 175 

138 F. Supp. 123, reversed and remanded. 


Whitney North Seymour argued the cause for the Al- 
leghany Corporation, appellant in No. 36. With him on 
the brief were David Hartfield, Jr.. Edward K. Wheeler, 
Robert G. Seaks and Morton Moskin. 


Harold H. Levin argued the cause for Gruss et al., 
appellants in No. 36. With him on the brief were Joseph 
M. Proskauer and Allen L. Feinstein. 
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Alerander Kahan argued the cause for Neuwirth, ap- 
pellant in No. 36. With him on the brief was Arthur W. 
Lichtenstein. 


Robert W. Ginnane argued the cause for the Interstate 
Commerce Commission, appellant in No. 114. With him 
on the brief was B. Franklin Taylor, Jr. 


George Brussel, Jr. argued the cause for Breswick & Co. 
et al., appellees. Randolph Phillips, appellee, argued the 
cause pro se. They filed a brief in Nos. 36 and 114. 


Edward M. Garlock filed a Statement in Opposition to 
Appellees’ Motion to Dismiss for Baker, Weeks & Co. 
et al., appellants in No. 82. 


Solicitor General Rankin, Assistant Attorney General 
Hansen and Daniel M. Friedman filed a brief for the 
United States. 


Thomas G. Meeker, Joseph B. Levin and Aaron Levy 


filed a brief for the Securities and Exchange Commission, 
as amicus curiae. 


Mr. Justice FRANKFURTER delivered the opinion of the 
Court. 


These are direct appeals under 28 U.S. C. § 1253 from 
a final judgment of a three-judge District Court for the 
Southern District of New York setting aside orders of the 
Interstate Commerce Commission and restraining appel- 
lant Alleghany Corporation from issuing a new class of 
preferred stock that had been approved by the Commis- 
sion. The case raises numerous questions regarding the 
jurisdiction and powers of the Commission, especially 
under § 5 of the Interstate Commerce Act, for the under- 
standing of which a rather detailed statement of the facts 
is necessary. 

Section 5 (2)(a), in its pertinent portions, provides: 
“It shall be lawful, with the approval and authorization 
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of the Commission ... (i) . . . for a person which is 
not a carrier to acquire control of two or more carriers 
through ownership of their stock or otherwise; or for a 
person which is not a carrier and which has control of one 
or more carriers to acquire control of another carrier 
through ownership of its stock or otherwise ....” 54 
Stat. 899, 905, 49 U.S. C. § 5 (2) (a). 

Appellant Alleghany Corporation is a Maryland cor- 
poration whose charter provides for extensive powers of 
investment under no express limitation. After the pas- 
sage of the Investment Company Act of 1940, 54 Stat. 
789, 15 U. S. C. § 80a-1 et seg., Alleghany registered as 
an investment company with the Securities and Exchange 
Commission. In 1944, in connection with an application 
by the Chesapeake & Ohio Railroad for approval by the 
Interstate Commerce Commission of acquisition of the 
property of the Norfolk Terminal & Transportation Com- 


' Section 5 (3) provides: “Whenever a person which is not a carrier 
is authorized, by an order entered under paragraph (2), to acquire 
control of any carrier or of two or mere carriers, such person there- 
after shall, to the extent provided by the Commission in such order, 
be considered as a carrier subject to such of the following provisions 
as are applicable to any carrier involved in such acquisition of con- 
trol: Section 20 (1) to (10), inclusive, of this part, sections 204 (a) 
(1) and (2) and 220 of part II, and section 313 of part III, (which 
relate to reports, accounts, and so forth, of carriers), and section 
20a (2) to (11), inclusive, of this part, and section 214 of part II, 
(which relate to issues of securities and assumptions of liability of 
carriers), including in each case the penalties applicable in the case 
of violations of such provisions. In the application of such provisions 
of section 20a of this part and of section 214 of part II, in the case 
of any such person, the Commission shall authorize the issue or as- 
sumption apphed for only if it finds that such issue or assumption is 
consistent with the proper performance of its service to the public 
by each carrier which is under the control of such person, that it will 
not impair the ability of any such carrier to perform such service, 
and that it is otherwise consistent with the public interest.”” 54 Stat. 
907, 49 U.S.C. §5 (3). 
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pany, Alleghany, alleging that it controlled the Chesa- 
peake & Ohio, filed a supplementary application with the 
Commission joining the Chesapeake & Ohio's application 
and seeking approval of its own acquisition of control 
of the Terminal Company through the action of the 
Chesapeake & Ohio. In 1945, the Commission approved 
“acquisition of control” of the Terminal Company by the 
Chesapeake & Ohio and Alleghany as a transaction within 
§ 5 (2) and further found that Alleghany “shall be consid- 
ered as a carrier subject to the [reporting and securities] 
provisions of section 20 (1) to (10) and section 20a (2) to 
(11) of the act.” 261 I. C. C. 239, 262. 

Shortly thereafter, under the provisions of § 3 (c)(9) 
of the Investment Company Act,’ the Securities and 
Exchange Commission held that Alleghany was no longer 
an investment company within the meaning of the 
Investment Company Act. 20S. E. C. 731. 

In March, April, and May 1954, several petitions and 
complaints were filed with the Interstate Commerce Com- 
mission by the New York Central Railroad, a stockholder, 
& protective committee, and bondholder creditors of the 
Central, asserting violations of the law in Alleghany’s 
purchases of New York Central stock. In view of state- 
ments by Alleghany and Chesapeake & Ohio officials that 
Alleghany had disposed of its holdings of Chesapeake 
stock, that Commission, in June, ordered Alleghany to 
show cause why the 1945 order providing that Alleghany 


2 “Notwithstanding subsections (a) and (b), none of the following 
persons is an investment company within the meaning of this title: 


“... Any company subject to regulation under the Interstate Com- 
merce Act, or any company whose entire outstanding capital stock 
is owned or controlled by such a company: Provided, That the assets 
of the controlled company consist substantially of securities issued 
by companies which are subject to regulation under the Interstate 
Commerce Act.” 54 Stat. 789, 799, 15 U.S. C. § 80a-3 (c) (9). 
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should be “considered as a carrier” should not be set aside. 
Alleghany replied that it would accept an order terminat- 
ing its control of the Chesapeake & Ohio but requested 
delay until it could file a new application which, it alleged, 
would require the Commission’s approval and continu- 
ance of its status as a non-carrier to be “considered as a 
carrier” under the Interstate Commerce Act. 

The present proceedings were commenced by the filing 
of such an application by Alleghany and Central—after 
the ousting of the old Central management in May in 
a proxy fight. The contents of the application were 
described fully in the Report of Division 4 of the 
Commission: 

“The Cleveland, Cincinnati, Chicago and St. Louis 
Railway Company [the Big Four], the Louisville & 
Jeffersonville Bridge and Railroad Company [the 
Bridge Company or the Jeffersonville], The New 
York Central Railroad Company, and the Alleghany 


Corporation .. . on September 20, 1954, jointly 
applied under section 5 (2) of the Interstate Com- 
merce Act . .. for approval and authorization of 


(1) (a) merger of the properties and franchises of 
the Jeffersonville into the Big Four for ownership, 
management, and operation; and (6b) modification 
of the lease of January 2, 1930, under which Central, 
as lessee, operates the property of Big Four, lessor, 
to give effect to the acquisition of additional prop- 
erty pursuant to the proposed merger of Jefferson- 
ville into Big Four; (2) acquisition by Central and 
Alleghany, by virtue of their control of Big Four, 
of control of the properties of Jeffersonville; and 
(3) continuation of Alleghany’s status as a carrier 
subject to the provisions of section 20 (1) to (10), 
inclusive, and 20a (2) to (11), inclusive, of the 
act, as provided by section 5 (3) thereof.’ 290 
I. C. C. 725-726. 


42560 O—59——_-40 
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The Big Four already owned all the capital stock of the 
Jeffersonville. The Big Four itself had ceased to be an 
operating carrier in 1930; since then the New York Cen- 
tral has operated it as lessee. In addition, the New York 
Central owns 98.98% of the common, and 86.45% of the 
preferred, stock of the Big Four. 

On March 2, 1955, Division 4 of the Commission 
approved and authorized the merger of the Jeffersonville 
into the Big Four; approved continued control of the 
properties and franchises of the Jeffersonville by the Cen- 
tral and Alleghany; modified the lease between the Big 
Four and the Central; continued Alleghany as a non- 
carrier to be “considered as a carrier” subject to the 
reporting and securities provisions of the Act; and termi- 
nated the effective portions of the 1945 order in the 
Chesapeake & Ohio proceeding. 2901. C. C. 725. 

On reconsideration, the whole Commission on May 24. 
1955, affirmed the conclusions of Division 4. It held that 
Alleghany had acquired control over Central; that at the 
time the present application was filed, Alleghany was in 
fact “a person not a carrier which controlled an established 
system”; that the acquisition of control over the Cen- 
tral was not within § 5 (2)’s requirement of Commission 
approval; that the rearrangement by Central of its owner- 
ship or control of its subsidiaries was within § 5 (2)'s 
requirement of approval by the Commission and that 
Alleghany as the controlling party was a necessary party ; 
and that the terms and conditions of the transactions were 
fair and reasonable. Rejecting the suggestion of the 
Securities and Exchange Commission, which had inter- 
vened, the whole Commission also held that it had no 
discretion to yield jurisdiction over Alleghany to the 
former agency.’ 295 1. C. C. 11. 


*On this appeal, the Securities and Exchange Commission, as 
amicus, took no position on whether the District Court “correctly 
construed the relevant provisions of the Interstate Commerce Act 
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Subsequent to their application with respect to the 
Jeffersonville, Alleghany and Central, on December 17, 
1954, filed an application under § 5 (2) to “acquire con- 
trol” of the Boston & Albany Railroad Company, the 
Pittsfield and North Adams Railroad Corporation, and 
the Ware River Railroad Company through purchase by 
Central of their capital stock. The Central owned a little 
more than 16% of the Pittsfield’s capital stock and none 
of the capital stock of the other two railroads. It oper- 
ated the properties of the Boston & Albany, the Pitts- 
field, and the Ware River under leases due to expire in 
1999, 1975, and 2873 respectively. On March 22, 1955, 
less than three weeks after it had approved the applica- 
tion in the Jeffersonville proceeding, Division 4 of the 
Commission approved the acquisition of such control by 
Alleghany and Central. (Opinion not reported. ) 

A third application filed by Alleghany, on February 18, 
1955, sought permission from the Commission to issue a 
new 6% convertible preferred stock pursuant to a charter 
amendment, approved by all classes of Alleghany’s stock- 
holders, that permitted consummation of Alleghany’s pro- 
posed plan of allowing its outstanding cumulative 544% 
preferred stock to be exchanged for the new stock. On 
May 26, 1955, two days after the whole Commission 
affirmed Division 4’s orders in the Jeffersonville proceed- 
ing, Division 4 approved the new stock issue (conditioning 
its approval on modification of one term), and on June 
22, the full Commission denied reconsideration. 

An action was then brought before a three-judge Dis- 
trict Court by minority common stockholders of Alle- 
ghany to require the Commission to set. aside its order 
granting Alleghany the status of a non-carrier to be “‘con- 
or orders of the ICC thereunder; nor on the extent of the jurisdiction 
of the court below.” The views of the Securities and Exchange 
Commission were set forth only in relation to issues under the Invest- 
ment Company Act. 
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sidered as a carrier” and its subsequent order approving 
the new class of preferred stock and to restrain Alleghany 
from issuing the new preferred stock. The three-judge 
District Court, convened under the Urgent Deficiencies 
Act, 28 U.S. C. §§ 1336, 1337, 2321-2325, granted first a 
preliminary injunction, 134 F. Supp. 132 (Circuit Judge 
Hincks, dissenting), and then a permanent injunction 
setting aside the Commission’s order designating Alle- 
ghany as a “carrier” and also its order approving 
Alleghany’s new class of preferred stock, restraining its 
issue. 138 F. Supp. 123.* 

Alleghany moved for a new trial based on the “acquisi- 
tion of control” involved in the Boston & Albany pro- 
ceeding. The District Court held that the Commission’s 
order in that proceeding gave no validity to the orders in 
the Jeffersonville proceeding because of the Commission's 
failure to provide specifically in its Boston & Albany 
order that Alleghany should be “considered as a carrier.” 
138 F. Supp., at 138. On appeal here from the final judg- 
ment below, we noted probable jurisdiction. 351 U. S. 
903, 352 U.S. 816. 

Alleghany urges initially that the Commission’s orders 
dealing with its status under the Interstate Commerce 
Act and dealing with its new preferred stock were not 
reviewable at the suit of appellees, that appellees had no 
standing. We find that appellees do have standing to 
challenge these orders. This is not a case where “the 
order under attack does not deal with the interests of 


* After the preliminary injunction was granted, Alleghany moved 
in the District Court for suspension of the injunction pending appeal 
to this Court. The two judges who heard the motion divided, and 
the motion was therefore denied. On application to Circuit Justice 
Harlan, a stay was granted with respect to that portion of the new 
preferred stock that had been issued before the District Court's 
injunction was granted. 75 S. Ct. 912. The New York Stock 
Exchange, however, continued to suspend trading in the new preferred 
stock. 
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‘& | investors,” or where the “injury feared is the indirect 
'Y | harm which may result to every stockholder from harm 
© | to the corporation.” Pittsburgh & W. Va. R. Co. v. 
| United States, 281 U. S. 479, 487. The appellees are 
& | common stockholders of Alleghany. The new preferred 
se | stock issue approved by the Commission is convertible, 
and under relevant notions of standing, the threatened 
e- | “dilution” of the equity of the common stockholders 
18 | provided sufficient financial interest to give them standing. 
ts | See American Power & Light Co. v. SEC, 325 U. S. 385, 
388-389. 

Having acquired standing to institute proceedings in 
%- | the District Court by virtue of the threatened financial 
'S | injury, appellees could also attack the order of the Com- 
mission conferring on Alleghany the status of a person 
S | not a carrier but to be “considered as a carrier.” The 
'Y | status order was a source of the threatened financial 
" | injury. If the Commission acted out of bounds in decree- 
f- | ing its status order, it had no power to approve the new 
preferred stock issue and the plaintiffs would be entitled 
to relief.° 


This brings us to the substantive issues in the litigation. 


In the main, these involve the jurisdiction of the Com- 
Oe Bh vtnce 


C2 
om 


10 ‘See Rochester Telephone Corp. v. United States, 307 U.S. 125, 
to | 144, where the fact that the “contested order determining the status 
re < the Rochester necessarily and immediately carried direction of 

obedience to previously formulated mandatory orders addressed 
generally to all carriers . . . in conjunction with the other orders, 
eq | made determination of the status of the Rochester a reviewable order 
1a] | of the Commission.””. Whether reviewability of a status order, without 
nd | more, be deemed a matter of standing to review or a matter of 
ce | finality of administrative action, the basis for decision is the same: 


sw | bis the action of the administrative agency threatened the interests 
ty (of the complainant, whether corporation or, as here, stockholder 
ck | Otherwise qualified to sue, sufficiently to allow attack? (This does 


e | | not mean of course that the same agency action that allows attack 
by one allows attack by the other.) 
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mission under §§ 5 (2) and 5 (3) of the Act, defining its 
powers. The validity of the status order under § 5 (3) 
turns on compliance with the statutory requirement of 
§ 5 (2) of Commission approval “for a person which is 
not a carrier and which has control of one or more carriers 
to acquire control of another carrier through ownership 
of its stock or otherwise ....” Appellants Alleghany 
and the Commission contend that the Jeffersonville and 
the Boston & Albany transactions both support the Com- 
mission’s assertion of jurisdiction. The District Court 
disagreed with respect to the former and, as we have seen, 
p. 159, supra, found it unnecessary to pass on the latter. 

Whether the Jeffersonville transaction met the statu- 
tory requirement of §5(2) raises three questions. 
(1) Was Commission approval of Alleghany’s acquisition 
of control over Central required? (2) Did Alleghany in 
fact control Central? (3) Did the Jeffersonville trans- 
action involve an acquisition of control by Alleghany over 
the properties of the Jeffersonville? 

The District Court held that whatever control Alle- 
ghany had over Central did not fit within the statutory 
requirement of “a person which is not a carrier and which 
has control of one or more carriers” because the Commis- 
sion had not given the approval necessary for acquisition 
of control of Central and its subsidiaries, “two or more 
carriers.” 

The Commission and Alleghany contend that Com- 
mission approval of the acquisition of a single, inte- 
grated system is not necessary. We need not decide this 
question, however, and intimate no opinion on it, for 
even if such approval is necessary, the statutory require- 
ment of “a person which is not a carrier and which has 
control of one or more carriers” refers to “control” and not 


* A bnef summary of the history of § 5 is set forth in St. Joe Paper 
Co. v. Atlantic Coast Line R. Co., 347 U.S. 298, 315 (appendix). 
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to “approved control.’”’ There seems to be no reason to 
read in the word “approved.” Such a holding would 
mean that the failure of a company engaging in a trans- 
action requiring Commission approval to apply for that 
approval would deprive the Commission of jurisdiction. 
Remedies against a violator are provided by § 5 (7), (8), 
and (9) of the Act. To punish a violator by depriving 
the Commission of jurisdiction over it would be indeed 
quixotic. As the Commission points out, the problem 
would appear clearer were Alleghany contesting, rather 
than acquiescing in, its jurisdiction. 

Control in fact then is sufficient to satisfy the require- 


ment of §5 (2). Division 4 of the Commission reported 
the following: 


“The capital stock of Central is widely held by the 
public, but control of its functions reposes in Alle- 
ghany and its officers as a result of a proxy contest 
preceding a stockholders’ meeting of May 26, 1954, 
at which the nominees chosen by Alleghany were 
elected as Central’s board of directors. Alleghany 
has an undivided half interest in 600,000 shares of 
Central stock with voting rights to the 600,000 
shares under joint-venture agreements, and in addi- 
tion, owns 15,500 shares. The voting rights of Alle- 
ghany represent almost 10 percent of the total shares 
of Central stock outstanding. The chairman of the 
board of directors of Alleghany, who holds the same 
position with Central, beneficially owns 100,200 
shares of the latter’s stock. The president of Alle- 
ghany is a director of Central, and beneficially owns 
300,100 shares of the latter’s stock. A vice president 
of Alleghany holds a similar position with Central.” 
290 I. C. C., at 727. 


Division 4 recognized that “the present control of the 
Central system has passed to Alleghany by regular cor- 
porate procedures ....” /d., at 741. 
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The full Commission reached this conclusion: 


“The contention that Alleghany does not control 
the individual directors on Central’s board ignores 
the realities of the situation. Alleghany and its 
allied interests have succeeded in electing sufficient 
members of the board to permit them to organize and 
elect their own officers. Clearly the tenure in office 
of such directors who permitted this action depends 
upon their conformance to the views of the stock- 
holders who elected them. In our opinion the power 
thus reposing in Alleghany constitutes control of 
Central.” 295 1. C. C. 11, 16. 


The District Court, however, held that “if the Commis- 
sion’s opinions contain a conclusion that Alleghany is in 
control of New York Central, those opinions lack suff- 
cient findings to support that conclusion.” 134 F. Supp., 
at 147. It noted that the order of Division 4 “discloses 
the fact that Alleghany’s beneficial holdings of the Cen- 
tral stock are less than the combined individual holdings 
of Kirby, Young, Richardson and the Murchison group,” 
and concluded that “the findings do no more than say 
that Alleghany, with someone else, controls New York 
Central. They do not even say whether the someone else, 
alone, has control.” Ibid. 

We think that the District Court took too restricted a 
view of what constitutes “control.” In 1939, in Rochester 
Telephone Corp. v. United States, 307 U.S. 125, 145-146, 
arising under the Federal Communications Act, 48 Stat. 
1064, 1065, 47 U.S. C. § 152 (b), this Court rejected arti- 
ficial tests for “control,” and left its determination in a 
particular case as a practical concept to the agency 
charged with enforcement.’ This was the broad scope 


™“Investing the [Federal Communications] Commission with the 
duty of ascertaining ‘control’ of one company by another [as the 
basis for the Commission's jurisdiction], Congress did not imply 
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designed for “control” as employed by Congress in the 
Transportation Act of 1940, 54 Stat. 899-900, 49 U.S. C. 
§1(3)(b).° See United States v. Marshall Transport 
Co., 322 U.S. 31, 38. 


That Act also added § 1 (3)(b) to the Interstate Com- 
merce Act, providing: 


“For the purposes of [section] 5... of this Act, 
where reference is made to control (in referring to a 
relationship between any person or persons and 
another person or persons), such reference shall be 
construed to include actual as well as legal control, 
whether maintained or exercised through or by rea- 
son of the method of or circumstances surrounding 
organization or operation, through or by common 
directors, officers, or stockholders, a voting trust or 
trusts, a holding or investment company or com- 
panies, or through or by any other direct or indirect 


artificial tests of control. This is an issue of fact to be determined 
by the special circumstances of each case. So long as there is warrant 
in the record for the judgment of the expert body it must stand. 
The suggestion that the refusal to regard the New York ownership 
of only one third of the common stock of the Rochester as conclusive 
of the former’s lack of control of the latter should invalidate the 
Commission’s finding, disregards actualities in such intercorporate 
relations. Having found that the record permitted the Commission 
to draw the conclusion that it did, a court travels beyond its province 
to express concurrence therewith as an original question. ‘The 
judicial function is exhausted when there is found to be a rational 
basis for the conclusions approved by the administrative body.’ 
Mississippi Valley Barge Line Co. v. United States, 292 U. S. 282, 
286-287; Swayne & Hoyt, Ltd. v. United States, 300 U. S. 297, 303, 
et seq.” 307 U.S., at 145-146. 

®“This phrase [“control”] has been used because it has recently 
had the benefit of interpretation by the Supreme Court in the case 
of Rochester Telephone Corp. v. United States (307 U. S. 125, 
decided April 17, 1939).” H. R. Rep. No. 2832, 76th Cong., 3d 
Sess. 63. (This was the Conference Report.) 
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means; and to include the power to exercise control.” 
54 Stat. 899-900, 49 U.S. C. § 1 (3) (b). 


Section 1 (3)(a) provides: 


“The term ‘person’ as used in this part includes an 
individual, firm, copartnership, corporation, com- 
pany, association, or joint-stock association; and 
includes a trustee, receiver, assignee, or personal rep- 
resentative thereof.” 54 Stat. 899, 49 U. S. C. 
§ 1 (3) (a). 


The Commission’s findings, setting forth the events sur- 
rounding the proxy fight for control of Central, the com- 
mon directors in both, the stockholdings of Alleghany’s 
officers and stockholders in Central, and the sworn state- 
ment of Central in the Central-Alleghany application that 
Central is controlled by Alleghany amply support its con- 
clusion that “control” of Central was in Alleghany. See 
footnote 7, supra. 

The question remains whether the second portion of 
the statutory requirement of Commission approval “for 
a person which is not a carrier and which has control of 
one or more carriers to acquire control of another carrier 
through ownership of its stock or otherwise .. .” has 
been met. What constitutes an acquisition of control? 
The District Court gave this restricted interpretation: 


“A merger of carriers may involve an acquisition 
of control by a non-carrier, where, through the 
merger, the non-carrier acquires control (direct or 
indirect) of a carrier or carrier property which the 
non-carrier had previously not controlled; United 
States v. Marshall Transport Co., 322 U.S.31.... 
But where, as in the instant case, the non-carrier 
(Alleghany) is (according to our assumption, argu- 
endo) already in indirect control of a carrier ( Bridge 
Company), and the merger still leaves the non-carrier 
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in indirect control of such property, no acquisition by 
the non-carrier results from the merger... .” 138 
F. Supp., at 127-128. 


We think that this is too narrow a reading of the statute. 
Not labels but the nature of the changed relation is crucial 
in determining whether a rearrangement within a rail- 
road system constitutes an “acquisition of control’’ under 
§ 5 (2). 

The Court has already considered twice what consti- 
tutes an “acquisition of control” under the Interstate 
Commerce Act. In New York Central Securities Corp. v. 
United States, 287 U.S. 12, the Court interpreted § 5 (2) 
as it read in the Transportation Act of 1920, 41 Stat. 456, 
481: 

“Whenever the Commission is of opinion . . . that 
the acquisition, to the extent indicated by the Com- 
mission, by one of such carriers of the control of any 
other such carrier or carriers either under a lease or 
by the purchase of stock or in any other manner not 
involving the consolidation of such carriers into a 
single system for ownership and operation, will be 
in the public interest, the Commission shall have 
authority by order to approve and authorize such 
acquisition, under such rules and regulations and for 
such consideration and on such terms and conditions 
as shall be found by the Commission to be just and 
reasonable in the premises.” 


In that case the order of the Commission permitting the 
New York Central Railroad to acquire control, by lease, 


® The United States, which had supported the orders of the Inter- 
state Commerce Commission in the District Court proceedings, on 
this appeal has taken the position that the judgment of the District 
Court should be affirmed because the merger of the Jeffersonville into 
the Big Four did not involve an ‘acquisition of control” over the 
Jeffersonville by Alleghany 
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of the railroad systems of the Big Four and the Michigan 
Central Railroad Companies, was under review. Minor- 
ity stockholders contended, inter alia, that the Commis- 
sion could not authorize “acquisition of control’ by lease 
since the Central had already acquired control of both 
railroads by stock ownership. The Court held that the 
“disjunctive phrasing of the statute ‘either under a lease 
or by the purchase of stock’ must be read in the light of 
its obvious purpose and cannot be taken to mean that 
one method must be exclusive of the other.” 287 U.S., 
at 23. Nowhere did it intimate that the lease was not an 
“acquisition of control,’ even though the Central already 
had stock ownership control of both railroads. In fact, 
the refusal to set aside the Commission’s order necessarily 
involved approval of the Commission’s finding of an 
“acquisition of control,”’ and the Court further stated: 


“The public interest is served by economy and 
efficiency in operation. If the expected advantages 
are inadequately secured by stock ownership and 
would be better secured by lease, the statute affords 
no basis for the contention that the latter may not 
be authorized although the former exists. The fact 
that one precedes the other cannot be regarded as 
determinative if the desired coordination is not 
otherwise obtainable.” Jbid. 


The Transportation Acts of 1933, 48 Stat. 211, and 
1940, 54 Stat. 898, rewrote § 5 but retained the “acquisi- 
tion of control” language, except that the phrase relating 
to method of acquisition—“under a lease or by the pur- 
chase of stock or in any other manner not involving the 
consolidation of such carriers into a single system’’— 
became, for acquisitions by both carriers and non-carriers, 
an all-inclusive phrase in the 1940 Act—“through owner- 
ship of their stock or otherwise.” These changes do not 
lessen the authority of the New York Central Securities 
case in the scope to be given to an “acquisition of control.” 
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In United States v. Marshall Transport Co., 322 U. S. 
31, the Court interpreted § 5, as amended by the 1940 
Act, 54 Stat. 899, 905, 49 U.S. C. §5. The Court held 
that the non-carrier parent (Union) of a carrier (Refiners) 
that proposed to purchase the property and franchises of 
another carrier (Marshall) “acquired control” of the 
property and franchises of the vendor and was therefore 
subject to the Commission’s jurisdiction. The substan- 
tive issues in that case were of course different from those 
of the present case, since there had been no prior relation 
between the non-carrier parent and the vendor-carrier. 
In reaching its decision, however, the Court was explicit 
regarding the purpose of § 5: 


“Tt is not doubted that if Union, having control 
of Refiners, sought to acquire stock control of Mar- 
shall, Union would be required by §5(2)(b) to 
apply for the Commission’s authority to do so. But 
it is said that having control of Refiners, Union may, 
by procuring Refiners’ compliance with the purchase 
provisions of the statute alone, extend its control 
indefinitely to other carriers merely by directing the 
purchase of their property and business by Refiners, 
without subjecting itself to the jurisdiction of the 
Commission as provided in § 5 (3), so long as Union 
does not act directly as the purchaser of the property 
or of a controlling stock interest in such other 
carriers. 

“We think that neither the language nor the legis- 
lative history of the statute admits of so narrow a 
construction. Section 5 (4) makes it unlawful, with- 
out the approval of the Commission as provided by 
§ 5 (2)(a), for a person which is not a carrier and 
which has control of one or more carriers to acquire 
control of another carrier through ownership of its 
stock or otherwise. Not only is this language broad 





624 SEC LEGISLATION 


enough in terms to embrace the acquisition of con- Fo 
trol by a non-carrier through the purchase, by a con- on 
trolled carner, of the property and business of mi 
another carrier, but the legislative history indicates tai 
that such was its purpose.” /d., at 36-37. See also ex 

id., at 37-40. po 

In other words, a non-carrier may not gain “control” | Sel 
over carriers free of Commission regulation merely by an 
operating through subsidiaries. to 
The crux of each inquiry to determine whether there 1S 
has been an “acquisition of control” is the nature of the ne 
change in relations between the companies whose pro- | 0 
posed transaction is before the Commission for approval. Be 
Does the transaction accomplish a significant increase fey 
in the power of one over the other, for example. an in- Ba 


creased voice in management or operation, or the ability | 4” 
to accomplish financial transactions or operational changes | 
with greater legal ease? This is the issue, and not the | all 
immediacy or remoteness of the parent from the proposed so) 


transaction, for, as we said in the Marshall Transport case, wi 
the parent can always, by operating through subsidiaries, sal 
make itself more remote. In deciding this type of issue, Bi 
of course, the finding of the Commission that a given | Al 
transaction does or does not constitute a significant in- pre 
crease in the power of one company over another is not fat 
to be overruled so long as “there is warrant in the record th: 
for the judgment of the expert body ... .”’ Rochester | Pl 
Telephone Corp. v. United States, 307 U.S. 125, 146. Re. 

The principal issue, therefore, in the Jeffersonville pro- eli 


ceeding is not Alleghany’s remoteness from, or closeness PP 
to, the proposed transaction but rather the nature of ple 
the proposed transaction itself. The Big Four, whose ©! 
stock was largely owned by Central, owned all the stock | © 
of the Jeffersonville. (By agreement between the Big | no! 


Four and the Central, this stock was held by the Central.) | ©*4 


The proposal was to merge the Jeffersonville into the Big | of 
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Four. While the immediate practical effects of the merger 
on the operation of the Jeffersonville might be small, even 
minimal, a merger is the ultimate in one company ob- 
taining control over another. So long as the Jeffersonville 
existed as a separate company, there was always the 
possibility that the Big Four, through the Central, might 
sell, or be forced to divest itself of, the Jeffersonville stock, 
and that the control of the Jeffersonville might thus pass 
to another railroad. In considering this possibility, it 
is important to note that the Jeffersonville does not con- 
nect physically with the Big Four but connects with it 
only by virtue of the Big Four’s trackage rights over the 
Baltimore & Ohio, and that the Jeffersonville, with its 
few miles of track, also connects with the Pennsylvania, 
Baltimore & Ohio, Louisville & Nashville, Illinois Central, 
and Chesapeake & Ohio Railroads. 

The merger of the Jeffersonville into the Big Four virtu- 
ally precludes any change in the relation of the Jeffer- 
sonville lines to the Central system. The Jeffersonville 
will be no more. In view of this, it cannot reasonably be 
said that there has been no increase in the power of the 
Big Four, the Central, and, through its relation with them, 
Alleghany over the Jeffersonville. While it is not always 
profitable to analogize “fact” to “fiction,” La Fontaine’s 
fable of the crow, the cheese, and the fox demonstrates 
that there is a substantial difference between holding a 
piece of cheese in the beak and putting it in the stomach. 

Denial of power to the Commission to regulate the 
elimination of the Jeffersonville from the national trans- 
portation scene would be a disregard of the responsibility 
placed on it by Congress to oversee combinations and 
consolidations of carriers and “‘to promote safe, adequate, 
economical, and efficient service and foster sound eco- 
nomic conditions in transportation and among the sev- 
eral carriers . . .”’ and the further requirement that “All 
of the provisions of this Act shall be administered 
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and enforced with a view to carrying out the above 
declaration of policy.” National Transportation Policy, 
54 Stat. 899, 49 U.S. C., preceding § 1. We hold that the 
Commission was justified in finding that the merger of the 
Jeffersonville into the Big Four involved an “acquisition 
of control’ of the Jeffersonville by Central and Alleghany 
within the meaning of §5(2) of the Act. Since the 
status order of the Commission is supportable by virtue 
of the Jeffersonville proceeding, we need not consider the 
District Court’s denial of Alleghany’s motion, based on the 
Boston & Albany proceeding, for a new trial. 

Several other matters urged by appellees remain to be 
considered. Appellees contend that Alleghany did not 
acquire control of any carrier in the Jeffersonville proceed- 
ing since the application was made by the Big Four as 
lessor and the Central as lessee and that therefore the Big 
Four was a statutory lessor and not a carrier within § 5. 
We need not discuss the distinction that appellees seek 
to assert between lessors and carriers, for the Jeffer- 
sonville, the railroad whose control we have held was 
acquired by Alleghany, was an operating carrier. 

Appellees also urge that the Marshall Transport case, 
322 U.S. 31, requires dismissal of Alleghany’s application 
because two stockholders, alleged to dominate Alleghany, 
did not join in the application and therefore in the 
absence of those two indispensable parties, the Commis- 
sion had no jurisdiction to proceed. But in the Marshall 
Transport case, the Commission was refusing to approve 
a subsidiary’s application to acquire control of the prop- 
erty and operating rights of another carrier unless the 
non-carrier parent submitted itself to the Commission’s 
jurisdiction, and the Court upheld the Commission’s 
power to refuse to approve the application. 

Although the Court in that case used language of 
“jurisdiction,” the problem is not strictly jurisdictional in 
the sense that if the Commission wrongly decides that 
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corporation or person A does not “control” non-carrier B 
(which is “considered as a carrier”) and therefore that 
A need not join B’s application to acquire control of C, 
the Commission loses jurisdiction over B, the power 
to regulate B. The Commission’s jurisdiction over a 
non-carrier depends on whether the activities of the non- 
carrier fall within §5 (2) and (3) and does not depend 


on the action of the parent. For example, if Alleghany 


were contending that it could reshuffle the whole Central 
system without Commission approval, alleging that the 


_ Commission had no jurisdiction over it through failure to 
_ join two stockholders controlling it in the original status 


order proceedings, this whole problem would appear in 
a clearer context. The basis of the Commission’s juris- 
diction in the present case is Alleghany’s status as “a 
person which is not a carrier and which has control of one 
or more carriers,” seeking permission “to acquire control 
of another carrier through ownership of its stock or other- 
wise ....” The failure to join two stockholders alleged 
to control Alleghany does not oust the Commission of 
jurisdiction. Since that is so, the status order submitting 
Alleghany to the Commission’s jurisdiction cannot be 
attacked on that basis. 

Appellees further argue, and the District Court held, 
134 F. Supp., at 147-149 and 138 F. Supp., at 136-137, 
that under §§ 5 (2)(b) and 17 (3), appellees were entitled 
to an evidentiary hearing of some sort in the merger- 
status order proceeding (as distinguished from the sub- 
sequent preferred stock proceeding) even though the 
Commission had discretion to dispense with a “public 
hearing.” Section 5(2)(b), in its relevant portion, 
provides: 


“Whenever a transaction is proposed under sub- 
paragraph (a) . . . the Commission shall notify the 
Governor of each State in which any part of the 
properties of the carriers involved in the proposed 


$2560 O—59 41 
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transaction is situated, and also such carriers and the 
applicant or applicants . .. and shall afford rea- 
sonable opportunity for interested parties to be 
heard. . . . a public hearing shall be held in all cases 
where carriers by railroad are involved unless the 
Commission determines that a public hearing is not 
necessary in the public interest... .” 54 Stat. 906, 
as amended, 63 Stat. 485-486, 49 U.S. C. § 5 (2)(b). 


Section 17 (3) provides, in part, that “All hearings before 
the Commission, a division, individual Commissioner, or 
board shall be public upon the request of any party 
interested.” 54 Stat. 914,49 U.S.C. $17 (3). 

We need not determine the bounds of the Commis- 
sion’s power to dispense with, or limit, hearings under 
§ 5 (2)(b), for appellees’ claim of a right to a hearing in 
the merger-status order proceeding must fail for another 
reason—lack of the requisite interest of “interested 
parties.” 

The reference in § 5 to “interested parties,” like the 
reference in § 1 (20) to “party in interest.’ must be inter- 
preted in accordance with the rules relevant to standing 
to become parties in proceedings under the Interstate 
Commerce Act. A hearing under that Act is not like a 
legislative hearing and “interest” is not equivalent to 
“concern.” It may not always be easy to apply in par- 
ticular cases the usual formulation of the general prin- 
ciple governing such standing—e. g., “the complaint must 
show that plaintiff has, or represents others having, a 
legal right or interest that will be injuriously affected by 
the order.” Moffat Tunnel League v. United States, 289 
U. S$. 113, 119. In each case, the sufficiency of the 
“interest” in these situations must be determined with 
reference to the particular context in which the party 
seeks to assert its position. 

Appellees assert three grounds of interest in the merger- 
status order proceeding: that they were common stock- 
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holders of Alleghany, that the assertion of jurisdiction 
by the Interstate Commerce Commission would deprive 
them of the benefits of the Investment Company Act, 54 
Stat. 789, 15 U.S. C. § 80a—1 et seq., and that the proposed 
preferred stock issue was unfair. 

The fact that appellees were common stockholders of 
Alleghany is insufficient “interest.”” The proceeding be- 
fore the Commission was to determine whether the Jef- 
fersonville-Big Four merger was a transaction requiring 
Commission approval as an acquisition of contro! by “a 
person which is not a carrier and which has control of 
one or more carriers” of “another carrier through owner- 
ship of its stock or otherwise... .” 54 Stat. 905, 49 
U.S. C. §5 (2)(a)(i). Unlike the subsequent preferred 
stock order whose threatened financial injury to appellees 
was sufficient to confer standing to bring the present pro- 
ceedings, the merger agreement had no special effect on 
appellees or on common stockholders of Alleghany. See 
New York Central Securities Corp. v. United States, 287 
U. S. 12, 19-20. Nor did the proposed status order that 
Alleghany should be “considered as a carrier” and there- 
fore regulated by the Interstate Commerce Commission 
by itself pose any individualized threat to the welfare of 
the appellees. 

Reliance on the alleged benefits of protection under 
the Investment Company Act subtly begs the question. 
Alleghany would be subject to regulation under the In- 
vestment Company Act only if the Interstate Commerce 
Commission lacked jurisdiction to regulate it under § 5 of 
the Interstate Commerce Act. The fact that there may 
be another Act that gives appellees greater protection as 
investors is immaterial to the appellees’ right to a hear- 
ing in the merger-status order proceeding. The question 
here is whether the proposed transaction falls within the 
Interstate Commerce Commission's jurisdiction, not what 
the consequences will be if it does not. No special threat 
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to appellees arises from the mere assertion of Commission 
jurisdiction to regulate Alleghany. When subsequent 
Commission action in approving the Alleghany’s new 
preferred stock issue did present a special threat to ap- 
pellees, that provided the “interest” sufficient to attack 
the Commission’s jurisdiction in the present proceeding. 
But this threat could not retroactively confer upon them 
the right to a hearing in the merger-status order proceed- 
ing, in which they had no “interest.”’ 

Appellees’ claim that they were entitled to a hearing in 
the preferred stock proceeding is governed by § 20a (6) 
of the Act, which provides that “The Commission may 
hold hearings, if it sees fit, to enable it to determine its 
decision upon the application for authority.” 41 Stat. 
495,49 U.S.C. § 20a (6). 

For all these reasons, the judgment of the District 
Court must be reversed and the case remanded for con- 
sideration by the District Court of appellees’ claim, not 
previously discussed, that the preferred stock issue as 
approved by the Commission was in violation of the 
Interstate Commerce Act. This disposition renders it 
needless to pass on appellees’ motion to dismiss in No. 82. 


Reversed and remanded. 


Mr. Justice WHITTAKER took no part in the considera- 
tion or decision of this case. 


Mr. Justice DouG.as, with whom THE CHIEF JUSTICE 
and Mr. Justice BuacK concur, dissenting. 


Alleghany Corporation, though not a carrier as that 
term is used in the Interstate Commerce Act, is subject 
to supervision by the Interstate Commerce Commission, 
49 U.S. C. §5 (3), and exempt from the control of the 
Securities and Exchange Commission under the Invest- 
ment Company Act of 1940, 15 U.S. C. § 80a-3 (c) (9), if 
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it has the approval of the Interstate Commerce Com- 
mission to “acquire control of two or more carriers 
through ownership of their stock or otherwise.” 49 
U.S. C. §5 (2)(a) (i). 

“Control” as used in § 5 is defined in § 1 (3)(b): 


«é 


. . to include actual as well as legal control, 
whether maintained or exercised through or by rea- 
son of the method of or circumstances surrounding 
organization or operation, through or by common 
directors, officers, or stockholders, a voting trust or 
trusts, a holding or investment company or com- 
panies, or through or by any other direct or indirect 
means; and to include the power to exercise control.” 


“Control” thus means “actual” as well as “legal” con- 


_ trol and includes the exercise of “indirect’’ as well as 
| “direct” means. It seems obvious, therefore—so obvious 


as to be beyond the realm of dispute or argument—that 
if one has “actual” control through “indirect’’ means and 
changes the means whereby he commands that power, 
he has only retained “control,” not acquired it within 
the meaning of §5(3). For one who has “control,” as 
defined, does not acquire it when he merely changes the 
method or means of its exercise. Yet it is clear that 


Alleghany did no more than that. 


Alleghany has control of the New York Central. 
Most of the stock of the Big Four (Cleveland, Cincin- 
nati, Chicago, & St. Louis R. Co.) 1s owned by Central. 


| The lines of the Big Four are operated by Central as 


lessee. 

There is a Bridge Company (the Louisville & Jefferson- 
ville Bridge & R. Co.) whose stock, prior to the transac- 
tion about to be discussed, was owned by the Big Four 
and held by Central under the lease. 

Alleghany, Central, the Big Four, and the Bridge Com- 

| pany applied to the Interstate Commerce Commission for 
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permission to merge the Bridge Company into the Big 
Four and for Central thereafter to operate the properties 
of the Bridge Company under the Big Four lease. The 
merger was an intra-system rearrangement of properties 
that did not affect one whit Alleghany’s “control” in the 
statutory sense of the Bridge Company. Before the 
merger Alleghany had “control” of the Bridge Company. 
It therefore did not “acquire control” but only retained it 
as a result of the merger. 

There was another transaction which Alleghany says 
caused it to “acquire control” of a carrier within the mean- 
ing of § 5 (3) and therefore to have a carrier status under 
the Interstate Commerce Act. Alleghany and Central 
applied to the Commission for permission to acquire the 
stock of Boston & Albany R. Co., Pittsfield & North 
Adams R. Corp., and Ware River R. Co. Central was 
operating the properties of those three roads under 
leases—two of the leases being for 99 years each and one 
for 999 years. The Commission approved this stock 
acquisition by Central. 

There are two reasons why this transaction did not give 
Alleghany a carrier status. In the first place, § 5 (3) 
gives a noncarrier the status of a carrier only “to the 
extent provided by the Commission in such order.” The 
Commission made no such order in connection with the 
acquisition of the stock of the three New England 
carriers. 

In the second place Alleghany, through Central, had 
“actual control” of those three carriers prior to the 
acquisition of their stock. That ‘control’ was evident 
by the long-term leases over the properties of those car- 
riers. Alleghany, therefore, did not “acquire control’ 
when Central acquired the stock of the three companies. 
The form of Alleghany’s control changed by the stock 
acquisition.. But the financial master of the three New 
England carriers was the same before Central acquired 
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their stock, as it was afterwards. As stated by the Dis- 
trict Court, where a noncarrier is “already in indirect 
control of a carrier” and the transaction relied upon “still 
leaves the non-carrier in indirect control of such property, 
no acquisition by the non-carrier results from the merger.” 
138 F. Supp. 123, 127-128. 

The court that made that ruling had as one of its 
members the late Judge Frank, who had no superior when 
it came to an understanding of the ways of high finance 
and to an analysis of regulatory measures dealing with it. 
I see no answer to what Judge Frank and his colleagues 
concluded on this phase of the case. 

That view of § 5 (2) is plainly reflected in the legislative 
history. This control over noncarriers who acquired con- 
trol of carriers was introduced in 1933. Commissioner 
Eastman pointed out to Congress the evil which was to 
be remedied—“holding companies have been bringing 
carriers under common control and hence combining them 
without any supervision or approval by the commis- 
sion.”’' The Senate Report stated that the amendment 
gave the Commission control over holding companies that 
“effect consolidations without approval of the com- 
mission.” ? To “acquire control” within the meaning of 
$5 (2) means then to put under common control carriers 
that previously were separate. We would strain to find 
a construction which would enable holding companies to 
run for shelter under the Act merely because, within the 
system they control, there have been corporate rearrange- 
ments or readjustments that change the internal structure 
of the system. 

Alleghany points with alarm to the loopholes in the 
law that will be created if it is held that Alleghany did 
not “acquire” control in connection with the Bridge 


1 Hearings, House Committee on Interstate and Foreign Commerce 
on H. R. 9059, 72d Cong., Ist Sess., p. 250. 
*S. Rep. No. 87, 73d Cong., Ist Sess., p. 1. 
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Company merger and the acquisition of the stock of the 
New England carriers. No loopholes will be created. 
Central could do neither of those two things without the 
approval of the Commission, since § 5 (2)(a) requires 
Commission approval of many intra-system transactions 
by carriers. That is the force of the holding in New York 
Central Securities Corp. v. United States, 287 U.S. 12. 
The loophole that is created comes from granting Alle- 
ghany a carrier status. Then Alleghany escapes the far 
more rigorous supervision which is imposed on it by the 
Investment Company Act. .; 

The only other means by which Alleghany could have 
acquired a carrier status was in connection with financial 
transactions long since liquidated. Alleghany had a car- 
rier status, granted it by the Interstate Commerce Com- 
mission, when it acquired the stock of the Chesapeake & 
Ohio R. Co. and two other carriers. That order. issued 
in 1945, gave it a carrier status “unless and until other- 
wise ordered” by the Commission. That order was termi- 
nated by the Commission on May 24, 1955. 

The approval of the preferred stock issue that is 
involved in this litigation did not come until later, viz. 
June 22, 1955. At that time it seems plain that Alle- 
ghany had no carrier status and could not obtain one on 
the basis of the intercorporate transactions on which it 
relies. 

I would affirm the judgment below. 
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(The following was received in response to Senator Javits’ request 
for general recommendations. Reference appears on p. 51.) 


NEW YORK StocK EXCHANGE, 
Vew York, N.Y) {ugqust 5. 1959 
Hlon. HARRISON A, WILLIAMS, 
Chairman, Subcommittee on Securities, Senate Banking and Currenen Ce 


niittee, ik Ne nate, Washington, D : 


DEAR SENATOR WILLIAMS: At the hearings held by yvour Subcommittee on 
Securities on June 16, 19509) we were invited to suggest further changes in the 
Federal securities laws not covered in the Securities and Exchange Commis 
sion’s proposals We ure pleased to outline the areas where we thi further 
legislation might be considered 

On May 26, 1955, the Senate Committee on Banking and Currency issued a re 
port entitled “Stock Market Study” in which it stated that as a general polices 
companies whose stocks are traded over the counter should be required to com 
ply with the same statutory provisions and the same rules and regulations is 
companies whose stocks are listed on national secuypities exchanges Legisla 
tion carrying out this policy has twice been introduced, first as S. 2054 in the 2d 
session of the S4th Congress, and later as S. 1168 in the Ist session of the 
Soth Congress. 

We have consistently supported such legislation Under the present provi 
sions of the Securities Exchange Act of 1984 the kind of information and 
degree of protection afforded the public is determined by an illogical and artificial 
standard, i.e, whether the securities of the company are traded on a national 
securities exchange. This results in the anomalous situation where a com 
paratively small company listed on a national securities exchange is subject to 
requirements Which are not imposed on a large unlisted Company, simply be 
cause the latter—although publicly held—is not listed for trading It is ou 
view that the imposition of requirements designed for the protection of the 
investing public should be based on a more sensible standard than the type of 
market in which the securities are traded. Accordingly, we feel that legislation 
implementing the 1955 recommendation of the Senate Committee on Banking 
and Currency would be in the public interest 

In addition to this matter, which we consider of special importance because 
of its broad implications, we feel that several other amendments of the Federal 
securities laws along the following lines might be considered 

(1) An amendment of the Securities Act of 1933 to exempt from registration 
ill securities which have been registered under the Securities Exchange Act of 
1934 and have been dealt in for more than 8 years on a registered national 
securities exchange. Such an amendment should also exempt additional issues 


¢ 


of such securities 


(2) An amendment of section 16(a) of the Securities Exchange Act of 1934 
to shorten to 7 days following the trade date the period in which so-called 
insider transactions must be reported. At present, such reports are due on thie 


10th day of the month following that in which the transaction occurred It 

ould be in the public interest to accelerate the reporting requirements 

(3) An amendment of section 16(b) of the 1934 act relating to the recapture 
by a corporation of profits made by an insider through a purchase and sale, o1 
sale and purchase, within a 6-month period. Recovery of profits by the cor 
poration should be limited to profits actually realized by the insidet 

(4) An amendment of the 1934 act to require the Commission to proceed by 
an order if it should propose to change a rule of a national securities exchange 
This would assure the exchange involved the right of an appeal te the courts 

(5) An amendment to exempt banks from the requirements of the 1934 act 
Perhaps the prime reason that banks are the only major segment of industry 
Which do not list their securities is that they do not wish to be sul 
dual requirements under the Securities Exchange Act and the Banking Acts 
Banks are already exempt from the Securities Act of 1933, the Investment Com 
pany Act of 1940, and the Investment Advisors Act of 1940. In our view, they 
shonld also be exempt from the 1934 act on the ground that the requiren 
both unnecessary and cumbersome in light of the comprehensive regulation 


ready assured under the banking laws. Such an exemption 1 ht ell lead 





eC ( 


to listing of bank stocks on national securities exchanges 
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We appreciate the opportunity you have afforded us to Comment on tue 
trious proposals submitted by the Commission, and this further opportunity to 
suggest additional areas within which changes in the Federal securities laws 


EpWARD C. GRAY 


(Reply of NASD to SEC's revised amendments in supplemental 


memorandum on Ss, 1179. See Pp. de.) 


SUPPLEMENTAL STATEMENT OF NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
INc., ON S. 1179 AND H.R. 2480 


rhe Securities and Exchange Commission has made various changes in its 
final recommendation to the Senate and House on certain parts of the bill, in 
roduced at the Commission's request, to amend the Securities Exchange Act 
of 1954 

After hearing industry comment before the Senate Subcommittee on Securities 
of the Committee on Banking and Currency, the Commission, on June 25, 1959, 
informed the Senate that further consideration would be given to several sections 
f the bill 

Qn August 4. 1959. Chairman Gadsby appeared before the House Subcom- 
nittee on Commerce and Finance and introduced memorandums on the matters 
Which had been restudied The comments here will be limited to the sections 
of the bill the Securities and Exchange Commission now proposes to amend 
prior to any possible action by Congress 

Section 7 of the bill relates to Commission rulemaking powers in the matte! 
of borrowing. lending. or holding of securities carried for the accounts of 
customers 

In its memorandum on this section, the Commission states 

“In summary, the Commission would have no objection to modifying section 
7 of the bill to spell out more specifically the areas within which its rules should 
operate, Which are primarily the segregation of customers’ fully paid securities 
ind excess collateral and the borrowing of customers’ securities by the broker 
dealer himself, or their lending to others.” 

In the light of the Commission’s position on this section, the association no 
longer opposes the Commission’s request with the modification included 

The Commission also reconsidered section 30 of the bill which would impose 
a forfeiture of $100 a day for failure to file information, documents or reports 
(Transcript before House Subcommittee on Commerce and Finance, Aug. 4. 
1950). p. 8593, et. seq.) 

The Commission stated that upon reexamination, in light of industry com 
ments, it would limit the filing requirements to reports filed pursuant to se 
tions 13 and 16 of the act and that recovery of the forfeiture would bar any 
(criminal proceeding for the same delinquency but the Commission would have 
the option as to how it determined to proceed. This proposed change is under 
study at the Department of Justice but the Commission expects to receive that 
agency's approval of the section of the bill as amended 

In view of the fact that the Commission stresses the court's discretion unde! 
this section, it is believed that the industry requests for notice to a party who 

iv be inadverently delinquent is somewhat taken care of In the light of 
the legislative history of this particular section, it is not believed a= ceurt 

ud permit a forfeiture for the failure to file a report. due either to inad 
ertence or because of conflicting opinions upon the basic necessity of filing 





e report in the first instance 

Therefore, the association is no longer in opposition to the enactment of this 
ection as amended 

tion’s comments on section 14 of the bill which would grant the Commission 
rulemaking authority with respect to over-the-counter trading on a when-issued 


It is interesting to note that the Commission does not accede to the associa- 


or When-distributed basis The Commission states that the rules of the associa 
tion (uniform practice code) in this regard are procedural rather than sub- 
stantive and further do not apply to broker-dealers who are not members of 
the association While on other issues where the Commission sought to ex- 


plain the reasons for its proposals by substantial memorandums introduced before 


he Senate and House, there has been no such memorandum prepared on this 
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particular request. It may well be if the Commission could 


: demonstrate the 
need for this section, the association would not 


be opposed to its enactment. 

However, based upon the information at hand, the association maintains its 
;OSiTION with regard to this section. 
August 11, 1959 


(The reports on the legislation from various (vovernment agencies, 
ordered inserted in the record, follow :) 


SMALL BUSINESS ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C... June 12, 1959 
| Re S. 1178, 8. 1182. 
Hon. A. WILLIS ROBERTSON, 
| Chairman, Committee on Banking and Currency. 
US. Senate, Washington, D.C 
| DeAR SENATOR Ropertson: Further reference is made to your letters of April 
16, 1959, requesting my comments on the captioned measures 
| These bills amend the Securities Act of 1933 and the Investment Ady 


sers Act 

of 1940 in a number of respects. Of particular investment to this agency is sec 
| tion 3 of S. 1178 embodying a recommendation, made by the Cabinet Committee 

on Small Business in its progress report of August 7, 1956, that the maximum 
amount of an issue of corporate securities which the Commission may exempt 
|} from registration be increased to $500,000. You will recall that in the 85th 
| Congress an identical proposal (S. 2299) was approved by your committee and 
enacted by the Senate. Unfortunately, the House took no action respecting it 

Under the provisions of section 3(b) of the Securities Act of 1933, the Com 
mission is authorized to accept a simple notification statement in lieu of the 
|} full registration statement on issues of $300,000 or less. This limit has been in 
effect since 1945 and should be raised in recognition of the substantial increase 
in the price level that has occurred in the intervening years. 

As a rule, the notification statement substantially reduces the legal, engi 
neering, and accounting costs involved in filing a registration statement By 
raising to $500,000 the amount of an issue of securities that is exempted from 
registration, more small and medium-sized firms would find it practical to utilize 
the public markets for capital For these reasons, I strongly favor the enact 
ment of section 3 

The benefits of the section, however, are largely offset by other proposals ex 
posing small issuers to drastic civil and criminal penalties. Indeed, S. 1178 
puts them on much the same footing, in this respect, as issuers of fully registered 





terinl misstatement or omits a material fact in any document filed with the 
Commission in connection with an issue of exempted securities is answerable 


securities. Under the provisions of section 5. a company which makes a ma 


not only to the immediate purchaser, as under existing Jaw, but also to any 
remote purchaser who receives or is shown a copy of the document and to any 
person who purchases in direct or indirect reliance on such misstatement or 
OMISSION. 

In further contrast to existing law, the liability of the company for false or 
inislending statements is absolute. Even though the misrepresentation was in 
nocently made, the issuer may be required to refund to the described purchasers 
the consideration paid by them for the securities, together with interest thereon 
Purchasers who have disposed of the securities are entitled to damages. More 
over, liability is extended to all persons responsible for the misstatement or 
omission and to persons who merely signed the document 

Thus the executive officials and the directors of the issuer will be exposed to 


personal hazard. The same is true of lawyers, engineers, accountants, and other 


experts employed in the preparation of the documents. None of these individ 
uals, caught in the net of section 5, can escape liability unless he sustains the 
burden of proof that he acted in good faith and did not know of the untruth or 
mission invelved. Section 10 of S. 1178 establishes criminal penalties in those 
cases in which the misrepresentation is found to have been willful 
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It is hardly necessary to say that the establishment of these penalties would 
discourage small corporations from utilizing the public markets to obtain capital 
ro my knowledge there is no evidence that small issuances exempted from full 


registration, under the provisions of existing law, have contained misrepresenta 
ons in such volume and degree to indicate a need for increasing the pro 
tection presently enjoved by investors Unless and until that need is clearly 
lemonstrated, the liabilities now attending exempted issuances should not be 


expanded 
For the foregoing reasons, 1 am opposed to the enactment of sections 5 and 10 
f S. 1178 
Our examination of the remaining proposals in the bills, to expand the coverage 
f the two acts and to strengthen their enforcement, reveals nothing clearly detri 
ental to the legitimate interests of small business. Therefore, unless and until 
apprised of a latent defect threatening serious injury to such interests, I should 
have no objection to the enactment of these amendments 
The Bureau of the Budget has no objection to the submission of this report 
Sincerely yours 


WENDELL B. BARNES, Administrator 


TREASURY DEPARTMENT, 
Vay 12, 1959 
Hion. A. WILLIS ROBERTSON 
Chairman, Committce on Banking and Currene i, 
YSN. Senate, Washington, D4 


My DEAR Mk. CHAIRMAN: Reference is made to your request for the views of 
this Department on S. 1179 to amend certain provisions of the Securities Ex 
hange Act of 1934. as amended 

The proposed legislation Would make various amendments to the Securities 
Exchange Act of 1934, as amended, which would appear designed to assist in 
the enforcement of that act by facilitating the prosecution of criminal, injunctive 
ind administrative actions under it, without materially altering the basic pro 
isions and purpose of the act 

The proposed legislation is not of primary interest to this Department and the 
Department has no comment to make as to its general merits 

Very truly vours 
NELSON I. Rose, General Counsel 


BOARD OF GOVERNORS, 
OF THE FEDERAL RESERVE SYSTEM, 
OFFICE OF THE VICE CHAIRMAN, 
Washington, D.C.. May 6, 1959 
Hon. A. WILLIS ROBERTSON, 
Chairman, Banking and Currency Conmittee, 
an. Senate, Washington, Da 


DEAR Mr. CHAIRMAN: Receipt is acknowledged of your letter of April 16, 1959, 
enclosing a copy of S. 1179 and requesting a report thereon. The bill would 
amend certain provisions of the Securities Exchange Act of 19384, which is de 
signed to protect the public and investors against malpractice in the securities 
and financial markets 

The amendments embodied in the bill are recommended by the Securities and 


Exchange Commission. They are technical in nature, and are designed to make 


t 


the Commission's enforcement activities more effective by providing additional 
remedies and remedying various defects which have come to light 


The Board would favor those portions of the bill which would amend the 
provisions of the Securities Exchange Act, principally sections 7 and & under 
which the Board has responsibilities ; and the Board has no comments to offer 


with respect to the other portions of the bill. 
Sincerely yours 
C. CANBY BALDERSTON, | ice Chairma) 
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FEDERAL DEPOSIT INSURANCE CORPORATION, 
OFFICE OF THE CHAIRMAN, 


Washington, D.C., May 21, 1959. 
Hon. A. WILLIS ROBERTSON, 


Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 
DEAR SENATOR ROBERTSON : 
the provisions of 8S, 


. 


In accordance with your request, we have reviewed 
1179, a bill to amend certain provisions of the Securities 
Exchange Act of 1934, as amended. 
We wish to advise you that we have no objection to the enactment of S. 1179. 
We have been advised by the Bureau of the Budget that it has no objection 
to the submission of this report. 
Sincerely yours, 


JESSE P. WoLcott, Chairman. 


DEPARTMENT OF JUSTICE, 


June 17, 1959. 
Hon. A. WILLIS ROBERTSON, 


Chairman, Committee on Banking and Currency, 
US. Senate, Washington, D.C. 


DEAR SENATOR: This is in response to your request for the views of the De- 
partment of Justice concerning the bill (S. 1180) to amend certain provisions of 
the Trust Indenture Act of 1939, as amended. 

The bill would amend the Trust Indenture Act of 1939, 


as amended (15 
U.S.C. T7aaa et seq.), to exempt from 


registration offerings totaling less than 
SO00.000 (as contrasted to the present $250,000 limit), to extend the time within 
Which certain applications for exemption from the act might be filed, and to 
eliminate reference to provisions of the Securities Act of 1933 concerning ad- 
ministrative proceedings in order to allow the Securities and Exchange Com- 
mission adequate time to examine statements and information filed in con- 
nection with new offerings. 
The subject of this legislation is not a matter for which the Department of 
Justice has primary responsibility, and accordingly we make no recommenda- 
tion as to the enactment of the bill. 
The Bureau of the 
mission of this report 
Sincerely yours, 


sudget has advised that there is no objection to the sub- 


LAWRENCE E. WALSH, 
Deputy Attorney General. 


BoaRD OF GOVERNORS 
OF THE FEDERAL RESERVE SYSTEM, 
OFFICE OF THE VICE CHAIRMAN, 
Vay 6, 1959 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
US. Senate, Washington, D.C 


DEAR Mr. CHAIRMAN: Receipt is acknowledged of your letter of April 16, 
1959, enclosing a copy of S. 1181 and requesting a report thereon. 

The bill would amend certain provisions of the Investment Company Act of 
140. The general objective of that act is to protect the public and investors 
against malpractices in the control, management, and operation of publicly 
owned investment companies. The amendments embodied in the bill are recom 


mended by the Securities and Exchange Commission on the basis of its experi 
ence in the administering of the act, and are designed to further the objectives 
of the act by remedying certain defects which the experience of the Commission 
has brought to light. The proposed amendments would make no change in the 
basic objectives of the statute. 

It appears from an examination of the bill and the documents enclosed with 
your letter that the bill does not relate to any matter which has a direct or 
material bearing upon the responsibilities of the Board of Governors of the 
Federal Reserve System, and the Board has no comment to offer with respect 
to the bill. 

Sincerely yours, 
C. CANBY BALDERSTON, Vice Chairman 
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DEPARTMENT OF JUSTICE, 
June 10,1959 
Hon. J. W. FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, DC 


DEAR SENATOR: This is in response to your request for the views of the De- 
partment of Justice concerning the bill (S.1182) to amend certain provisions 
of the Investment Advisers Act of 1940, as amended 

The amendments of the Investment Advisers Act of 1{40 contained in the bill 
were recommended by the Securities and Exchange Commission and are designed 
to assist the Commission in enforcing the statute 

The subject of this legislation is not a matter for which the Department of 
Justice has primary responsibility, and accordingly we make no recommenda- 
tion as to the enactment of the bill. There is one provision of the measure, how- 
ever, to Which attention is directed 

Section 8 of the bill would amend the introductory paragraph of section 206 
of the act (15 U.S.C. SOb-6) by striking out the words “registered under section 
203," so as to make the prohibitions in the section apply to all investment ad- 
visers, regardless of whether or not they are registered with the Securities and 
Exchange Commission It is noted, however, that the caption of section 206 
reads “Prohibited Transactions by Registered Investment Advisers.’ 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report. 

Sincerely yours, 
LAWRENCE EF. WALSH, 
Deputy Attorney General, 


BOARD OF GOVERNORS, 
FEDERAL RESERVE SYSTEM, 
OFFICE OF THE VICE CHAIRMAN, 
Washington, D.C., May 6, 1959. 
Hon. A. WILLIs ROBERTSON, 
Chairman, Committee on Banking and Curreney, 
U.S. Senate, Washington, D.C. 


DEAR Mr. CHAIRMAN: Receipt is acknowledged of your letter of April 16, 1959, 
enclosing a copy of S. 1182 and asking for a report thereon 

The bill contains several amendments to the Investment Advisers Act of 1940. 
The general objective of the act is to protect the public and investors against 
malpractice on the part of persons engaged in the business of advising others 
With respect to securities. The amendments embodied in the bill are recom- 
mended by the Securities and Exchange Commission, and are designed to assist 
it in enforcing the statute by remedying a number of technical defects which 
have been brought to light by the experience of the Commission in administering 
the statute. 

From an examination of the bill and the enclosures in your letter, it appears 
that the bill does not affect any matter which is particularly the concern of the 
Board of Governors of the Federal Reserve System, and the Board has no com- 
ment to make with respect to the desirability of enacting the bill 

Sincerely yours, 
*, CANBY BALDERSTON, 
Vice Chairman. 
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